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FOREWORD 


Many astute observers of the American scene, in recent years, have 
come to the conclusion that in the industrial, financial, and commercial areas 
the emphasis has now shifted from problems of production to problems of 
distribution and consumption. We have solved the problem of how to pro- 
duce sufficient goods to satisfy the needs and desires of the consumer, and 
our attention is now centered upon the need to enlarge the market for the 
goods which American industry can produce and upon the means for getting 
these goods from the manufacturer to the wholesaler, retailer, and ultimate 
consumer. The use of credit has become an indispensable factor in the 
American economy. The increase, for example, in consumer credit (in- 
stallment and non-installment credit and charge accounts) from six and one- 
half billion dollars in 1929 to thirty-six and one-half billion dollars in 1956 
is illustrative of this fact. 

While much has been written concerning the social and economic 
implications of this change from what might be described as a “production 
economy” to a “distribution and consumption economy,” too little atten- 
tion has been given to the effects that this change has had, and the demands 
that it has made, upon the law—upon the courts, the legislatures, and the 
bar—and to the influence that the law has had in the determination of the 
proper techniques for distribution of goods. Yet it is the particular responsi- 
bility of the legislator, the judge, and the lawyer to adapt or create the 
legal devices which will permit the free flow of goods from the manu- 
facturer to the ultimate consumer and which will, at the same time, pro- 
vide to the respective financial interests of the parties involved—manu- 
facturer, wholesaler, retailer, consumer, or third-party creditor—that de- 
gree of protection which is determined to be desirable. In recognition of 
this responsibility, this issue of the University of Illinois Law Forum con- 
tains a symposium on “Chattel Security Transactions.” 

In the planning of this symposium on “Chattel Security Transactions,” 
the advisory Council of Practicing Lawyers of the Law Forum recom- 
mended the use of a functional approach based upon certain given areas of 
commerce and the financing methods used in those areas of commerce in- 
stead of a strict conceptual approach which would have entailed a separate 
and independent examination of each security device. Thus, in one article 
attention is given to the methods used for financing the transfer of hard 
goods (automobiles, refrigerators, machinery, etc.) from manufacturer to 
dealer, while in a second article an examination is made of the financing 
methods used in the transfer of bulk goods (small appliances, furniture, etc.) 
which cannot be easily identified individually. At the same time, it was 
recommended that one article in the symposium be devoted to a conceptual 
analysis of the various security devices that may be used in Illinois. It is 
hoped that this combination of the conceptual approach with the functional 
approach will provide the reader with the necessary background and intro- 








duction to the law governing chattel security transactions and will give him 
an insight into the particular problems arising in the various areas of com- 
merce. 

The first article in this symposium on “Chattel Security Transactions” 
is devoted to a conceptual analysis of “Tools of Chattel Security Transac- 
tions in Illinois.” This article contains a detailed examination of conditional 
sales, chattel mortgages, and trust receipts. Particular attention is given to 
the statutes and case law of Illinois pertaining to these security devices. 

In the second article in this symposium—“ ‘Floating Liens’ in Inventory 
Financing”—an examination is made of the problems of financing the trans- 
fer from manufacturer to dealer of goods that cannot be easily identified 
individually. Consideration is given to the use in this area of commerce of 
chattel mortgages, conditional sales, and factor’s liens. Special emphasis is 
placed upon the problems concerning future acquisitions by the borrower 
and future advances by the lender. 

“Inventory Financing of Hard Goods,” the third article here presented, 
contains a discussion of the methods of financing the transfer of hard goods 
from the manufacturer to the dealer. In this article, we are concerned with 
goods that can be easily identified individually. An intensive analysis is 
made of the operation in this area of commerce of the trust-receipts device, 
and particular attention is given to the application of the Uniform Com- 
mercial Code to the financing of transfers of hard goods. 

The fourth article, “Inventory and Accounts Receivable Financing,” is 
concerned with the problems, both practical and legal, of dealer financing 
through the use of inventory-on-hand and accounts receivable as security. 
The common-law pledge, public warehousing, and field warehousing re- 
ceive attention in this article as methods of inventory financing. In connec- 
tion with accounts receivable financing, an examination is made of the de- 
velopment and operation of factoring and of non-notification financing. 

The student Note published in this issue of the Law Forum deals with 
“Conditional Sales, Chattel Mortgages, and the Conflict of Laws.” Consider- 
ation is given to problems arising between the immediate parties to a chattel 
security transaction and to problems arising between the creditor in such a 
transaction and a third party who deals with the chattel as the property of 
the debtor. 


WituiaM M. Lewers 
Editor, Law Forum 





TOOLS OF CHATTEL SECURITY 
TRANSACTIONS IN ILLINOIS 


BY WILLIAM D. WARREN * 


THE EDITORS AND COUNCIL of Practicing Lawyers of the Law 
Forum have wisely chosen a functional approach to the field of chattel se- 
curity transactions, They have sought to examine the commercial processes 
in which the various chattel security transactions take place, rather than to 
isolate the different chattel security devices for separate investigation. They 
have thought, however, that a brief descriptive treatment of some of the 
more important tools or devices of chattel security, with special attention 
to Illinois statutes and decisions, might be a proper introduction to the rest 
of the issue. It is in modest endeavor to construct this conceptualistic ante- 
room—or outbuilding—to the gleaming functional structure which makes 
up the remainder of the symposium that the following is offered. 


CONDITIONAL SALES 


Though today it is the basic tool of installment selling, the conditional 
sale contract was of limited utility until 1925, due to the view of the 
Illinois courts that the conditional vendor’s lien, being a secret lien, was 
fraudulent as against sub-vendees and creditors of the conditional buyer.’ 
In that year in Sherer-Gillett Co. v. Long? the Illinois Supreme Court re- 
lied on sections 20 and 23 of the Uniform Sales Act,’ enacted in Illinois in 
1915, as compelling a reversal of prior authority and held that a conditional 
vendor prevails against a bona fide purchaser from the conditional vendee.* 
Thus overnight Illinois went from one extreme position, that of according 


* WILLIAM D. WARREN. A.B. 1948, J.D. 1950, University of Illinois; 
Associate Professor of Law, University of Illinois. 


1 Gilbert v. National Cash Register Co., 176 Ill. 288, 52 N.E. 22 (1898); Brundage 
v. Camp, 21 Ill. 330 (1859) (Lincoln & Herndon, counsel for the plaintiff in error). 


2318 Ill. 432, 149 N.E. 225 (1925). 
3Iiy. Rev. Sra. c. 121%, §§ 20, 23 (1955). 


* Section 20(1) of the Uniform Sales Act states: “Where there is a contract to sell 
specific goods, or where goods are subsequently appropriated to the contract, the seller 
may by the terms of the contract or appropriation, reserve the right of possession or 
property in the goods until certain conditions have been fulfilled.” Section 23(1) pro- 
vides: “Subject to the provisions of this act, where goods are sold by a person who 
is not the owner thereof, and who does not sell them under the authority or with the 
consent of the owner, the buyer acquires no better title to the goods than the seller had, 
unless the owner of the goods is by his conduct precluded from denying the seller’s 
authority to sell.” In a comment in 20 It. L. Rev. 708 (1926), Professor Bogert force- 
fully challenged the court’s view that the quoted sections were intended by the Legisla- 
ture to change the prior law of conditional sales. He did concede that the result reached 
was a desirable one but called upon the Legislature to adopt the Uniform Conditional 
Sales Act which requires recording for protection against the claim of third parties. 
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no protection to the conditional vendor’s interest against third parties, to 
the equally extreme position of extending complete protection against third 
parties even though they have no means of learning of the vendor’s reten- 
tion of title. The Legislature has never seen fit to occupy the middle ground 
of giving the vendor’s lien priority over third parties only when the agree- 
ment is publicly recorded.® Illinois has not enacted the Uniform Conditional 
Sales Act. 

Once it can be said that a chattel security transaction in this jurisdiction 
is a conditional sale, there are almost no statutory limitations on it. By the 
same token, there is no statutory definition of a conditional sale. It is com- 
monly understood that to constitute a conditional sale, title to the subject 
matter of the sale must be retained in the seller subject to passing to the 
buyer upon his performing the conditions of the contract.6 The usual 
judicial utterance is to the effect that conditional sales are to be restricted 
to transactions where there is a genuine sale as distinguished from a loan.’ 
It is said the ambit of the conditional sale must be so restricted because the 
severe remedial incidents of the conditional sale are not favored;*® more- 
over, traditional antipathy toward secret liens is a factor in limiting the 
scope of conditional sales. Yet in most instances the conditional vendor 
does not finance the sale himself, and there must be both a sale and an ad- 
vance of credit by a lending agency. The transaction in which B purchases 
an article from S with money borrowed from X does not become a valid 
conditional sale merely by the stratagem of having B pass title to X with X 


5 This is subject to but one exception in that Illinois requires recording of con- 
ditional sales in the Office of the Secretary of State of “any equipment or rolling stock 
. sold, leased or loaned to any railroad company, street car company or company 
engaged in the transportation of persons or property for public use. .. .” Int. Rev. Srar. 
c. 114, § 50 (1955). Ten states and two territories have enacted the Uniform Conditional 
Sales Act. The measure has been withdrawn by Commissioners on Uniform State Laws 
since 1943 pending preparation of the Uniform Commercial Code. 2 Unirorm Laws 
ANNorTaTep 6 (Supp. 1955). A number of states not adopting the UCSA have statutes 
requiring recording of conditional sales. See 2 Unirorm Laws ANNoTATED 117-226 
(Supp. 1955). 
6“The two prime essentials of a conditional sale are that the title to the goods 
sold must be retained in the seller, and that payment of the purchase price, or some part 
of it, is to be made at stated time or times in the future, whereupon the title ipso facto 
will pass to the buyer.” First State Bank v. Harter, 301 Ill. App. 234, 236, 22 N.E.2d 
393, 394-95 (2d Dist. 1939). See also Trust Co. v. Lewis Auto Sales, Inc., 306 Ill. App. 
132, 28 N.E.2d 300 (1st Dist. 1940). 


7™“A conditional sale contract contemplates a bona fide sale made by a vendor to 
a vendee and a conditional bill of sale cannot be used to secure the interest of one who 
though purporting to sell personal property merely lends money to facilitate its purchase 
from a third person.” Raymond v. Horan, 323 Ill. App. 120, 122, 55 N.E.2d 99, 100 (1st 
Dist. 1944). 


8 Raymond v. Horan, supra note 7. In First State Bank v. Harter, supra note 6, 
the court stated that the Uniform Sales Act “clearly indicates” that conditional sales 
contracts must arise out of a bona fide sale. Section 23 of the Act is the only section 
specifically mentioned, 
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“selling” it back to B in the form of a conditional sale.® The purported con- 
ditional sale between X and B is invalid against third parties as an unrecorded 
chattel mortgage.1° However, the prohibition against the use of the con- 
ditional sale contract to secure the interests of a mere lender is easily cir- 
cumvented, This is done by having S sell to B on conditional sale and then 
assign the contract to X, who then advances to S$ the money necessary to 
finance the transaction. Under this system the conditional vendor largely 
controls the assignment of the conditional sale contract and, thereby, the 
choice of the lending agency.!! 

Although the last-mentioned transaction clearly passes muster as a 
conditional sale and, thereby, falls outside the pale of the chattel mortgage 
statute, its function of providing the credit necessary to finance the sale 
has caused it to be challenged as potentially usurious. Were B to borrow 
$1,000 from X to supplement his own funds for the purchase of a car from 
S, paying $100 interest thereon, the statutory rate of seven per cent would 
have been exceeded.!2 Why, then, it is argued, should it change matters if 
S sells to B on conditional sale for $1,100 and assigns this contract to X 
for $1,000, allowing X to recover from B in installments the $1,000 plus 
$100 as the price for advancing the funds? The answer to this which has 
enjoyed general judicial acceptance is that since a seller may fix one price 
for a cash sale and a different price for a credit or time sale, the credit price 
may exceed the cash price by more than the legal rate of interest without 
constituting usury.!* Thus, it is said that no interest is involved; the addi- 
tional charge is a “carrying charge.” 


® Raymond v. Horan, supra note 7; First State Bank v. Harter, supra note 6. See 
Ellrod v. Merchants Fire Ins. Co., 316 Ill. App. 208, 44 N.E.2d 753 (3d Dist. 1942), for 
an invalid attempt to use a conditional sale contract to secure a prior loan. But see 
Silverthorne v. Chapman, 259 Ill. App. 289 (1st Dist. 1930), where virtually the same 
transaction described in the text is treated as a conditional sale with no discussion of the 
point. 

10 First State Bank v. Harter, supra note 6. 


11]t is important to the dealer that he, rather than the buyer, control the choice 
of the lending agency, for in some businesses—automobile sales, for example—the rela- 
tionship between the dealer and the finance company is essentially monogamous. The 
lending agency is willing to finance the dealer’s purchase of automobiles from the manu- 
facturer for a low rate of interest if he is assured of getting most of the dealer’s lucrative 
retail conditional sale contracts. 


12 The Illinois usury statute reads: “If any person or corporation in this State 
shall contract to receive, except from a corporation . . . a greater rate of interest or 
discount than seven (7) per cent upon any contract, verbal or written, such person or 
corporation shall forfeit the whole of said interest so contracted to be received, and 
shall be entitled only to recover the principal sum due... .” Itt. Rev. Stat. c. 74, 
§ 6 (1955). 

18 This view was adopted in Illinois in Manufacturers Finance Trust v. Stone, 251 
Ill. App. 414 (4th Dist. 1929), where an automobile dealer sold a Flint touring car to 
defendant buyer using a chattel mortgage as the security device and assigned the note 
and mortgage to plaintiff finance company. When plaintiff sued in replevin to repossess 
the auto, defendant contended that since the finance charges exceeded seven per cent 
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In view of the widespread endorsement of this view, it is not surprising 
that a 1955 federal case, Daniel v. First National Bank,'* decided in the 
Fifth Circuit, has attracted national attention in holding a typical con- 
ditional sale transaction to be usurious.1® A financing agency, in this case 
a national bank, supplied an automobile dealer with conditional sale forms 
containing printed assignments of the contract to the bank. Though accept- 
ing the legal principle set out above to the effect that one may sell on time 
at a greater price than for cash, the court decided that in this case there was 
no bona fide time price involved, only a cash price combined with a charge 
for a loan or extension of credit. This conclusion was reached by the court 
on evidence that at no time during the negotiations between the dealer and 
the purchaser was a time price agreed upon or even mentioned. Not until 
after the parties had come to terms on a cash price was the time price 
calculated by adding to the cash price an insurance premium, a recording 
fee, and the bank’s “discount,” at an effective rate of interest of 9.75 per 
cent. The court seemed influenced by the fact that it was known from 
the inception of the transaction that the bank would finance it and that 
the bank actively participated in calculating the installments. 

The dependence of our mass-production economy on installment buy- 
ing for high volume distribution of goods is so great that the effect on the 
national economy of holding conditional sale transactions to be within 
the scope of usury statutes would be incalculable.1® This is true because 
the costs of providing installment credit are high enough to make operation 
under the general usury statutes unprofitable for the sales finance companies 
and banks working in the automobile and appliance field.17 The present 
policy of credit in auto and appliance sales for virtually everyone with an 


the contract was usurious. In rejecting the defendant’s argument, the court observed 
that this was not a loan transaction and pointed out that a time price could exceed a 
cash price by as much as the parties agree. Cf. Lewis v. Glenn Motors, Inc., 7 Ill. App.2d 
104, 129 N.E.2d 180 (1st Dist. 1955), where buyer and seller agreed that the $705 balance 
which the buyer owed after being credited with his down payment and trade-in would 
be financed “at a legal rate of interest.” Seller added $350.16 to the balance due and 
sold the contract to a finance company. Buyer was held to have stated a good cause 
of action for recovery of the $350.16 from the dealer in an action of deceit. For an 
excellent collection of authorities on the question of usury in installment selling, 
see Note, Are Instalment Plans Usurious?, 36 Minn. L. Rev. 744 (1952). 

14227 F.2d 353 (Sth Cir. 1955) (one judge dissenting), rehearing denied, 228 
F.2d 803 (5th Cir. 1956) (one judge dissenting). 

15See Harper’s Magazine, Sept. 1956, p. 63, for the article entitled “Ballard v. 
The Installment Goliaths” by Ruth and Edward Brecher. This article is a rather 
emotional account of the factual background on the Daniel case. 

16 The article cited in note 15 supra states that at the beginning of 1956 banks 
held five billion dollars in automobile financing paper, two billion in direct loans and 
the remaining three billion largely in conditional sale contracts; finance companies 
held an additional eight billion in automobile paper. 

17“, | . . The expenses of investigation, monthly notification or furnishing a 
monthly coupon book, and extra bookkeeping costs, as well as the expense of collec- 





Winter] ILLINOIS CHATTEL SECURITY TRANSACTIONS 535 


income may be a godsend to business and a harbinger of a new era of 
_ economic democrary, but this is expensive credit, and if the consumer wants 
to continue to enjoy it he must be willing to pay the price. Granting, 
however, that under the set of economic and social values currently pre- 
vailing in this country it would be undesirable to shackle the sales finance 
business to usury statutes drawn in a different economic age, still the feel- 
ing is growing that the consumer needs some form of protection in this 
area. 

Some states in realistic recognition of the needs of sales finance com- 
panies have drawn statutes granting them higher rates while safeguarding 
the consumer from being saddled with unconscionable carrying charges."* 
The Michigan statute 19 sets rates depending on the age of the automobile: 
six per cent for new cars, nine per cent for cars up to two years old, and 
twelve per cent for older cars. The rates stated are computed as though 
the whole amount of money was owed for the entire contract period, thus 
making the effective rate charged about double that stated. The statute 
also requires that the finance charge and other items of the contract be 
separately stated. Illinois has not treated the conditional sale transaction 
as falling within the usury statute 7° and has no statutory regulations on the 
rates of sales finance companies. 

The requirement that the basis of the conditional sale transaction must 
be a sale, as distinguished from a loan, raises a problem respecting extension 
of conditional sale contracts. When an extension becomes necessary, it 
might be questioned whether the cancellation of the first conditional sale 
contract and the substitution of the second one constitute a chattel mort- 
gage in view of the function of the second contract in securing the debt 
incurred in the original sale.2!_ Despite the difficulty of finding that the 
second contract arises out of a sale, in Habel, Armbruster & Larsen Co. v. 


tion when payment is late or in default, increase the cost of making the loan to the 
extent that, at the popular rate for commercial loans of effectively six per cent, only 
the large volume banks could break even or make little more than a slight profit.” 
Note, Are Instalment Plans Usurious?, 36 Minn. L. Rev. 744, 745 (1952). 

18 See article cited in note 17 supra for a discussion of these statutes. See also 
Note, Conditional Sales: The State Comes to the Aid of the Consumer, 44 Iu. L. 
Rev. 227 (1949). 

19 Micu. Stat. ANN. §§ 23.628(1)—23.628(40) (Supp. 1055). 

20See note 13 supra. 

21See McGraw, Chattel Mortgages and Conditional Sales (1), 42 Inv. B.J. 738, 
743-44 (Supp. 1954), for an enlightening discussion of this problem. Mr. McGraw 
notes that the difficulties inherent in extending the contract by cancelling the old 
contract and entering into another can be avoided by a “simple agreement reducing 
the amount of the installments and extending the maturities, but without cancelling 
the original agreement. . . .” Jd. at 743. Mr. McGraw further cautions that an 
assignment of a conditional sale contract to a bank to secure the assignment of an 
account receivable may be treated as a chattel mortgage transaction. Jd. at 744-45. 
See also on this point Walsh, Chattel Mortgages and Conditional Sales (Il), 42 I. 
B.J. 746, 749 (Supp. 1954). 











536 CHATTEL SECURITY TRANSACTIONS _ [VoL. 1956 


Alleva 2 the court held that such a transaction was not a chattel mortgage 
even though the second contract included not only the balance remaining 
under the first contract but also a $4,000 pre-existing debt owed by the 
conditional vendee to the conditional vendor.?* Since the vendee was in 
default, the vendor could have repossessed and resold, but, the court rea- 
soned, the vendor should not be required to repossess because he was obli- 
gated under the second contract to resell to the vendee already in possession. 


Loss of the Conditional Vendor's Rights by Estoppel 


Since the Sherer 24 case emancipated conditional sales from the bondage 
of a conclusive presumption of fraud as against third parties, merely to 
permit the conditional vendee to retain possession throughout the period 
of the contract does not in itself preclude the conditional vendor from 
asserting his interest against third parties. However, section 23 of the Uni- 
form Sales Act 25 has been relied on by Illinois courts as protecting bona 
fide purchasers from the conditional vendee whenever the conditional 
vendor’s conduct is such as to estop him. The most common instance where 
an estoppel has been raised is when the conditional vendor has sold to a 
conditional vendee known to be a dealer in the chattel involved and the 
latter has in turn sold to an innocent purchaser.”® 

Many of the estoppel cases concern automobiles, and an interesting 
question is presented as to the function of the Uniform Motor Vehicle 
Anti-Theft Act which requires that a certificate of title be obtained for 
each automobile.27 Were one to receive a certificate of title upon purchas- 


22 319 Ill. App. 641, 49 N.E.2d 793 (1st Dist. 1943) (abstract dec.). The McGraw 
article cited in note 21 supra sets out some of the details of the case. 

23 See also In re Halferty, 136 F.2d 640 (7th Cir. 1943), where the court decided 
that under the law of Illinois passage of title under a conditional sale may be con- 
ditioned on events other than payment of the purchase price. In this case the con- 
tract stated that title was to pass to the buyer when there was payment of “the pur- 
chase price ... and all other sums which may be or become due from you to us... .” 
Id. at 641. 

24 Sherer-Gillett Co. v. Long, 318 Ill. 432, 149 N.E. 225 (1925). 

25 See wording of § 23 set out in note 4 supra. 

26 Im re Kramer, 179 F.2d 371 (7th Cir. 1950); L. B. Motors, Inc. v. Prichard, 
303 Ill. App. 318, 25 N.E.2d 129 (2d Dist. 1940); First Galesburg Nat'l Bank and 
Trust Co. v. Reyelts, 306 Ill. App. 499, 29 N.E.2d 119 (2d Dist. 1940); Gordon Motor 
Finance Co. v. Aetna Acceptance Co., 261 Ill. App. 536 (1st Dist. 1931); National 
Bond & Inv. Co. v. Shirra, 255 Ill. App. 415 (1st Dist. 1930). But see Ford Motor 
Co. v. National Bond and Inv. Co., 294 Ill. App. 585, 14 N.E.2d 306 (1st Dist. 1938). 
Silverthorne v. Chapman, 259 Ill. App. 289 (1st Dist. 1930), points out that due to 
the wording of USA, § 23, the theory of estoppel may be invoked under this section 
only by a purchaser and not by a creditor. This should not be taken to mean that 
in a proper case a creditor could not raise an estoppel against a conditional vendor. 
See Haines v. Doss, 269 Ill. App. 179 (3d Dist. 1933), for a case where an execution 
creditor of the conditional vendee took free of the conditional vendor’s lien. 

27 Int, Rev. Strat. c. 95%, §§ 74-93 (1955). On the general problem, see Legisla- 
tion, The Effect of Motor Vehicle Registration Statutes on Security Transactions 
and Recordations, 1951 Wasu. U.L.Q. 539. 
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ing an automobile from a dealer who held only as a conditional vendee, 
the certificate would recite that the title was subject to the outstanding 
rights of the conditional vendor.?8 Such a buyer could hardly claim as an 
innocent purchaser in asserting his right to the vehicle as against the con- 
ditional vendor. However, the common practice of conditional vendors 
is to withhold the certificate from the vendees until the price is paid. This 
raises the problem whether a purchaser from a conditional vendee who has 
no certificate of title to assign can be a bona fide purchaser. 

In L. B. Motors, Inc. v. Prichard,”® the plaintiff sold an automobile to 
a dealer on conditional sale and retained the certificate of title for the auto- 
mobile. The dealer then sold on conditional sale to a purchaser and assigned 
the contract to defendant finance company, which repossessed the car upon 
the sub-vendee’s default. In suing to replevy the vehicle from defendant, 
the plaintiff contended that neither the purchaser nor defendant could 
qualify as a bona fide purchaser since neither saw or procured a certificate 
of title from the dealer. The court rejected the plaintiff’s claim, remarking 
that the Motor Vehicle Anti-Theft Act was not a recording statute. It is 
worth nothing that the court here has done more than merely protect an 
innocent sub-vendee who, in the confusion of closing an automobile sale, 
might well have only the haziest ideas about the requirements of the Motor 
Vehicle Act. Rather the court has held in favor of a finance company, 
doubtless a sophisticated party, well aware of the importance of a certificate 
of title, which apparently bought a conditional sale contract without even 
inquiring about the state of the title. In so doing, the court went far toward 
adopting a view that denies protection to one who sells on conditional sale 
to a dealer. unless the ultimate purchaser has actual knowledge of his se- 
curity interest.2° However, in a more recent case, Mori v. Chicago National 
Bank,®! the court allowed an owner who left an automobile with a dealer 
for the purpose of obtaining bids to retake the car as against a bank which 
advanced money on it. The court was greatly influenced by the bank’s 
failure to inquire about the certificate of title. 

A number of cases have controverted the point whether the conditional 
vendor is estopped to assert his interest against third parties when he has 
failed to exercise his right of repossession for some time after the vendee has 
defaulted. In Haines v. Doss,3? a judgment creditor of the conditional 


28 Iti. Rev. Stat. c. 9514, §§ 77, 78 (1955). 

29 Supra note 26. 

80m re Kramer, supra note 26, is a case where the ultimate purchaser from the 
conditional vendee prevailed against the conditional vendor even though he had 
not received titles to all the automobiles involved. The ultimate purchaser here was 
himself a dealer, though an inexperienced one. 

313 [ll. App. 2d 49, 120 N.E.2d 567 (1st Dist. 1954). The court observed that the 
tendency has been to protect the original owner when he has merely left property 
with another, even though that person be a dealer, with no authority given to sell. 

82269 Ill. App. 179 (3d Dist. 1933). 
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vendee was allowed to prevail against the conditional vendor who had left 
possession in the defaulting vendee for ten months after the last payment 
was due and seven months after the last partial payment on the principal 
of the debt had been accepted. The court observed that to grant the con- 
ditional vendor a perpetual lien until the article sold is eventually paid for 
or until the period of the statute of limitations has expired is unwarranted 
benevolence toward secret liens.3? Subsequent Illinois cases have largely 
overruled the Haines case and have consistently protected the conditional 
vendor’s interest when he has allowed possession to remain with the con- 
ditional vendee for a period of a few months after default.24 Two cases *® 
have quoted with approval the following excerpt from a federal case: 


“There is no statute of limitation, touching the time during which 
the possession and right of property may be retained by the seller, nor 
is there any limitation as to the time within which the seller must re- 
take the property in case of default. There is nothing in the statute 
to indicate that the seller, under such a contract, is subject to any limita- 
tion other than the general statute of limitations applicable to written 
contracts. We see no reason, if the purchase price is not fully paid, 
why the seller may not act at any time within the period of limitations 
unless he is estopped. An estoppel is based upon a wrong.” *¢ 


This trend of authority is consistent with the policy of the Illinois 
courts of according to the conditional vendor’s interest very broad pro- 
tection. The traditional judicial hostility toward secret liens is subdued, 
if not subverted, in this jurisdiction. 

The conditional vendor may perform acts, in addition to leaving prop- 
erty in the possession of the conditional vendee after default, sufficient to 


ss“... It has been frequently held that if a mortgagee permits a mortgagor 
to retain possession of chattel property embraced in a chattel mortgage an unreason- 
able length of time after the mortgage becomes due the lien provided thereby will 
expire as to subsequent purchasers and judgment creditors of the mortgagor... . 
Chattel mortgages are required to be recorded and the public are charged with 
notice thereof. Conditional sales contracts are secret or private liens of which the 
public can generally have no knowledge. We can see no reason why the secret 
liens of conditional sales contracts should be endowed with greater potency than 
liens provided by chattel mortgages. . . . It is our opinion that a vendor should assert 
his rights under a conditional sales contract within a reasonable time after the ex- 
piration of the time of the final payment thereunder.” Jd. at 180-81. 

84 Mendelsohn v. Horan, 349 Ill. App. 91, 110 N.E.2d 75 (1st Dist. 1952); Thomas 
v. State Bank, 328 Ill. App. 184, 65 N.E.2d 626 (3d Dist. 1946); American Type 
Founders Co. v. Metropolitan Credit and Discount Corp., 271 Ill. App. 380 (1st Dist. 
1933). 

85 Thomas v. State Bank, supra note 34, at 188, 65 N.E.2d at 627-28; American 
Type Founders Co. v. Metropolitan Credit and Discount Corp., supra note 34, at 
394-95. 

86 7m re Steiners Improved Dye Works, 44 F.2d 557, 559 (7th Cir. 1930). 
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estop him from asserting his lien. In Provus Brothers, Inc. v. Sjolander,3" 
.beds were sold personally to the president of an apartment building corpora- 
tion, though the conditional vendor well knew they were to be used in the 
corporation’s building. The conditional vendor stood silently by while the 
defendant purchased the building and furnishings from the corporation and 
failed to claim the beds until three years after the conditional vendee de- 
faulted. The conditional vendor’s action of trover failed. 

Another situation in which the conditional vendor may be precluded 
from claiming his interest is where he has agreed that the article sold may 
be physically annexed to the realty.** On the other hand, if the parties 
agree that the property shall remain personalty and the article is not neces- 
sary for the successful operation of the building and can be removed from 
it without material injury, the conditional vendor can retake the subject 
matter of the contract.®® 


Remedies of the Conditional Vendor 


“If there is to be any law at all, contract must be taught to know its 
place.” —Maitland.” 

“The contract of the parties is a hard one in its operation upon Silver- 
berg. By his failure to live up to the terms of his contract he has lost 
his money, and has no machine. But the contract is of his own making, 
and we have no power, even if we had the disposition, to change or 
modify any of its terms. By the contract and that alone must his rights 
be determined.”—Holdom, J., Branstetter Motor Co. v. Silverberg.“ 


With the possible exception of the marriage contract, few agreements 
are entered into today with more enthusiastic anticipation of enjoying the 
benefits of the contract and less concern about how they are to be paid for 
than the conditional sale contract. Our present era of prosperity owes 
much to the happy circumstance that our national weakness for buying 
things we cannot really afford is nicely offset by our persistence in a 
remarkably high percentage of cases—considering the broadness of the base 


87273 Ill. App. 374 (1st Dist. 1934). But see Mendelsohn v. Horan, supra note 
34, where possession was allowed to repose in one other than the conditional vendee 
for two and one-half years without estopping the conditional vendor. 

88 White Way Elec. Sign and Maintenance Co. v. Chicago Title and Trust Co., 
368 Ill. 482, 14 N.E.2d 839 (1938) (electric sign attached to theater canopy). The 
court enunciated a policy of insuring the stability of titles to real estate by pro- 
tecting them from unrecorded claims by third parties. 

89 National Bank of the Republic v. Wells-Jackson Corp., 358 Ill. 356, 193 N.E. 
215 (1934) (sprinkler system). But cf. Jones v. Jos. Greenspon’s Son Pipe Corp., 381 
Ill. 615, 46 N.E.2d 67 (1943), where, as between the parties to the contract, the con- 
ditional vendor was allowed to retake oil well casing imbedded in the well with 
one hundred sacks of cement. 

402 Pottock & MaiTLAND, THE History or EneuisH Law 233 (2d ed. 1905). 


41140 Ill. App. 451, 454 (1st Dist. 1908). 
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of consumer credit—in finding ways to pay for them.*? But what happens 
to the conditional vendee when he cannot pay? 

The two quotations at the head of this section are peculiarly relevant 
to the question of what remedies the conditional vendor may assert against 
a defaulting vendee, for in practically all cases the remedy claimed by the 
seller is one set out in the contract and thereby agreed to by the buyer. 
In determining the seller’s rights, we must know not only what rights the 
contract grants him but also whether the courts in a particular jurisdiction 
will enforce these rights. We must know whether, as Maitland suggests, 
contracts must be curbed when unfair, or whether, as Judge Holdom indi- 
cates, an agreement of the parties, even though “a hard one in operation,” 
is sacrosanct. 

In the usual conditional sale contract, the seller’s power to act against 
the buyer is conditioned on the happening of a wide assortment of events 
having some bearing on the buyer’s ability to perform the contract, com- 
mencing with the obvious—such as his failure to pay an installment or his 
insolvency—and concluding with the extreme—such as “where for any 
other reason seller should deem itself insecure.” Upon default by the buyer, 
the seller is given the right to repossess by going on the buyer’s premises 
without legal process and employing self-help. The contract normally gives 
the seller the right to retain all money paid-in prior to repossession as con- 
sideration for the use of the article. Permission to sell the article at private 
or public sale is always given, usually with a requirement that the proceeds 
of the sale, after all expenses are deducted, must be applied to the balance 
due on the note, with the surplus, if any, paid to the purchaser, and the 
deficiency, if any, assessed against the buyer. A clause commonly states 
that no action on the note shall waive any of the seller’s other rights under 
the contract. Risk of loss is placed on the buyer. 

Considering the volume of conditional sale transactions in Illinois, there 
is a surprising paucity of recent authority on the remedies of the condi- 
tional vendor. What few cases we have indicate little disposition on the 
part of the courts to limit the seller in the use of the remedies set forth in 
the typical conditional sale contract. In Jones v. Jos. Greenspon’s Son Pipe 
Co.,*8 the conditional vendor, availing himself of a clause in the contract 
granting him the right “either with or without legal process . . . to enter 
the premises upon which said property shall be installed, and take possession 
of and remove said casing,” 44 went on the vendee’s lease and removed some 
oil well casing, held in place by one hundred sacks of cement, by the simple 
expedient of dropping a bomb in the well and blowing the casing loose. 


42“(T]here is evidence that the U. S. consumer is an amazingly reliable credit 
risk, with repossessions running at the scanty rate of 1.18% of loans.” Time Maga- 
zine, Sept. 10, 1956, p. 107. 

43 381 Ill. 615, 46 N.E.2d 67 (1943). 

441d. at 618, 46 N.E.2d at 68. 
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The court rejected the vendee’s suit for trespass, noting that the vendor 
under the contract had the right to remove the pipe “using due care not to 
cause more injury to the premises than was necessary to remove the pipe.” 
The usual view in other states is that in repossessing one may not commit 
such acts as constitute a breach of the peace.** It is not clear whether the 
court intended to hold that one might, by virtue of the clause in the con- 
tract just quoted, use all necessary force to repossess even though it entails 
a possible breach of the peace. But the court did state the law of Illinois 
to be “that the words in the contract control . . . since it must be presumed 
that every word in an agreement is to be given effect and the parties are 
presumed to know and intend the full meaning of the provisions in the 
contract.” 46 

The forefeiture problem is raised in Frazier v. Allison,** where the con- 
ditional vendor sought to replevy a tractor from the defaulting vendee. The 
latter, claiming that the act of repossession was a rescission, insisted that the 
vendor could not bring replevin until he had returned the tractor traded 
in by the vendee. Although there was no clause concerning the disposition 
to be made of any payments made by the vendee before repossession, the 
court held against the vendee in these words: 


“....In matters of conditional sale the law seems to be that if the con- 
dition of payment is not fully complied with or waived, the original 
vendor’s rights become perfect and absolute and he may follow the 
property or recover its full value and without any deductions for any 
partial payments made by the vendee, they are all forfeited.” 48 


This holding raises the problem of the rights of the buyer where the 
amount of money realized by the seller after repossessing and reselling the 
property plus the money previously paid in by the buyer exceeds the original 
contract price of the article sold. Normally, the contract provides for a 
return to the vendee of any overage after deducting the expenses of re- 
possession and resale. But what if it does not so provide? The usual basis 
for allowing a forfeiture of money paid in by the conditional vendee prior 
to repossession is to compensate the vendor for loss of use and depreciation 


453 WiisTon, Sates § 579a (rev. ed. 1948). 

46 Jones v. Jos. Greenspon’s Son Pipe Co., supra note 43, at 620, 46 N.E.2d at 69. 

47315 Ill. App. 253, 42 N.E.2d 967 (4th Dist. 1942). 

481d. at 258, 42 N.E.2d at 969. The older Illinois authorities support this view. 
See, e.g., Latham v. Sumner, 89 Ill. 233 (1878) (court found that repossession was 
not rescission and allowed vendor to keep money vendee had paid in); Branstetter 
Motor Co. v. Silverberg, 140 Ill. App. 451 (1st Dist. 1908); Herbert v. Rhodes- 
Burford Furniture Co., 106 Ill. App. 583 (4th Dist. 1902); Singer Mfg. Co. v. Tread- 
way, 4 Ill. App. 57 (1st Dist. 1879). Singer Mfg. Co. v. Ellington, 103 Ill. App. 517 
(4th Dist. 1902), appears to be contrary to this line of authority, but the belief of 
the court that the contract was fraudulently induced and other reprehensible conduct 
on the part of the vendor probably account for the different result reached in that 
case. 
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of the property. If the vendor gets the entire contract price plus the costs 
of repossession and resale, it is hard to see how he is damaged. However, 
the holdings of the Illinois cases seem broad enough to permit such a 
forfeiture.*® 

Some hope that Illinois courts might police conditional sale contracts 
for the protection of consumers was raised in Johnson v. Commercial Credit 
Corp.°° There the vendor’s right to repossess under a clause giving him 
that right whenever he deemed himself “insecure,” was held to arise only 
when the buyer’s conduct created a reasonable belief on the seller’s part 
that the security was imperiled. However, in Commercial Credit Corp. 
v. Biagi,="' decided in 1956 by the same judge who wrote the Johnson 
opinion, the court enforced a very harsh contract clause against a conditional 
vendee. In that case, the vendee sought to vacate a judgment confessed 
against him by a finance company on the ground that there was failure of 
consideration between the vendee and vendor, the finance company’s as- 
signor. The conditional sale contract provided: 


“This contract may be assigned and/or said note may be negotiated 
without notice to [the conditional vendee] and when assigned and/or 
negotiated shall be free from any defense, counter claim or cross com- 
plaint by [the conditional vendee.].” 5? 


The court swept aside the vendee’s contention that under the facts of the 
case the finance company was not a holder in due course of the note and 
was thus subject to the vendee’s defense with these words: 


“In view of the conclusion we have reached, we deem it unnecessary 
to determine whether plaintiff is a bona fide purchaser under [the 
Negotiable Instruments Law.] Even if plaintiff be held not to be a bona 
fide holder, we think the quoted clause in the contract bars the defense 
asserted,” 58 


49See Branstetter Motor Co. v. Silverberg, supra note 48, where the conditional 
vendor was allowed to repossess a machine worth $500 and keep $475 the vendee 
had paid in on an $850 contract. Bangert v. Emmco Ins. Co., 349 Ill. App. 257, 
110 N.E.2d 528 (3d Dist. 1953), could be construed as giving some reason to believe 
that the Illinois court might take a position more favorable to the buyer if such a 
case should arise in the future. There the court held that after an automobile was 
wrecked on which the conditional vendee owed the finance company a balance, the 
finance company owed the vendee a duty to get a fair settlement from the insurance 
company. Although the court based the finance company’s obligation on a clause 
which required it to pay any surplus over to the vendee after repossession and resale, 
still the court quoted with favor cases from other jurisdictions in which “the broad 
principle has been established that a conditional seller has a duty to exercise ordi- 
nary care to sell a repossessed vehicle for its fair market value under the facts and 
circumstances then existing, and to account to the buyer for any difference between 
the unpaid balance on the contract and that value.” Jd. at 267, 110 N.E.2d at 533. 


50 339 Ill. App. 122, 88 N.E.2d 737 (1st Dist. 1949). 
8111 Ill. App. 2d 80, 136 N.E.2d 580 (1st Dist. 1956). 
527d. at 81-82, 136 N.E.2d at 581. 

58 Jd, at 82, 136 N.E.2d at 581. 
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The Biagi case brings into focus the important problem of the place of 
the form contract in our system of law. Conditional sale contracts are in- 
variably written by sellers and finance companies for sellers and finance 
companies. They are often printed in unconscionably small type and pre- 
sented to the buyer as a mere formality to be gotten out of the way after 
the parties have come to terms on price. Sometimes they are not even iden- 
tified as conditional sale contracts but are euphemistically labeled “Easy 
Payment Plan” or something of the sort. The seller is usually justified in 
believing either that the buyer will not read the contract at all or will not 
understand it if he does wade through it. Even were the buyer to read and 
comprehend the avalanche of legal consequences which would greet any 
default on his part, there is not much he can do about it, for if he wants 
to buy an automobile or an appliance of some sort in Illinois on the install- 
ment plan he must sign one conditional sale contract or another, and they 
are all pretty much alike. There is no indication that competition in the 
automobile or appliance businesses, however keen, has extended to the point 
where dealers attempt to attract buyers by offering them a more favorable 
contract. It is against this background that we must view the plight of 
Mr. Biagi who staggers into a contract which could make him liable to pay 
the full price of an air-conditioning unit to a finance company, with which 
he has not even directly dealt, even though the vendor sells him a defective 
article and even though the finance company knows of the defense and does 
not stand as a good faith purchaser of the paper! 54 

Recognizing the danger to the consumer inherent in conditional sales, 
a number of states have enacted statutes designed to protect buyers, requir- 
ing that notice be given to the buyer before repossession or a period of 
redemption be afforded after repossession, and safeguarding buyers from 
forfeiture. Illinois has no such legislation, and, as indicated above, our 
courts have tended to sanctify the words of the conditional sale contract, 
no matter how onerously they may bear on the buyer, thus leaving protec- 
tion of the consumer a matter of business ethics of sellers and financing 
agencies. The practice of finance companies in inserting clauses like the one 
involved in the Biagi case is persuasive that protection of Illinois consumers 


54For a strong holding that a waiver clause similar to the one in the Biagi case 
is invalid as “hostile to time-honored public policy,” see Equipment Acceptance Corp. 
v. Arwood Can Mfg. Co., 117 F.2d 442 (6th Cir. 1941). The consequences to nego- 
tiable instruments law of giving full effect to the clause used in the Biagi decision 
are incalculable. Apparently by such a clause an instrument can be given some of 
the attributes of a negotiable instrument whether it complies with the requirements 
of the Uniform Negotiable Instruments Law or not; what is more, any assignee may 
apparently become, in effect, a holder in due course whether he complies with the 
statute or not. On the question of consensual negotiability, see Beutel, Negotiability 
by Contract: A Problem in Statutory Interpretation, 28 Itt. L. Rev. 205 (1933); 
Note, 25 Cotum. L. Rev. 209 (1925). 


55 good summary of legislation on the point in other states is found in 
3 Wituston, SALEs app. D (Supp. 1956). 
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must rest on something more solid than scout’s honor, and that, pending 
comprehensive legislation in this area, our courts must, as Maitland suggests, 
teach contract to know its place. 


CHATTEL MORTGAGES 


Chattel mortgage law, thoroughly regulated by statute, presents a 
sharp contrast to the free-wheeling law of conditional sales, where, as we 
have seen, there is little statutory or judicial restraint on the secured party. 
Because of its statutory regulation, the chattel mortgage is not a favored 
remedy. It is axiomatic that it is never used where the transaction can be 
handled by a conditional sale; buyers prefer not to have their debts spread 
upon the public records and published in credit sheets, and sellers do not 
like the recording and foreclosure provisions of the statute. The chattel 
mortgage is of doubtful utility in securing a loan on an inventory of goods. 
In such case the mortgagee is estopped as against purchasers for having 
left possession of the goods with one dealing in the goods; moreover, since 
the stock of goods is shifting, the mortgagee can claim only an equitable 
lien on property acquired after execution of the mortgage.®® 

Generally speaking, the subject matter of a chattel mortgage can be 
any type of personal property capable of adequate description.57 The 
Illinois statute 5* makes special reference to certain types of personal prop- 
erty. In 1951, section 1 was amended to provide that mortgages executed by 
public utilities on their real and personal property constitute valid liens if 
executed in the manner of real estate mortgages. The effect is to remove 
public utility property from the scope of the chattel mortgage act. Sec- 
tion 1(a) facilitates agricultural financing by permitting mortgages of crops 
which will mature within one year, even though not planted at the time 


56In reference to a chattel mortgage on the contents of a saloon, Judge Gary 
observed in Standard Brewery v. Nudelman, 70 Ill. App. 356, 357 (1st Dist. 1897): 
“As to stock that might be added the mortgage was ineffectual . . . and as to stock 
on hand, kept for sale, the mortgage was void against a purchaser.” See Morgan- 
stein v. Commercial Nat'l Bank, 125 Ill. App. 397 (2d Dist. 1906). See also M=Graw, 
Chattel Mortgages and Conditional Sales (1), 42 Ill. B.J. 738, 741-42 (Supp. 1954). 
Where the mortgage provides that it covers after-acquired property, possession of 
the property by the mortgagee on breach of condition validates the mortgage as to 
the after-acquired property. Southern Surety Co. v. Peoples State Bank of Astoria, 
332 Ill. 362, 163 N.E. 659 (1928). 

57 Although an effort should be made to describe the property as specifically 
as possible, using serial numbers, brand names, and locations, still a description which 
enables third persons to identify the property with reasonable certainty will be 
deemed sufficient. Southern Surety Co. v. Peoples State Bank of Astoria, supra note 
56. For a detailed study of the problems encountered in describing farm machinery, 
livestock, and crops, see Hannah, Farmer Financing Problems, 42 Iw. B.J. 751 
(Supp. 1954). 

58 Statutory provisions covering chattel mortgages are found in Itt. Rev. Star. 
c. 95, §§ 1-12, 24-27 (1955). Section references in the text are to these provisions. 
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of the mortgage, and by making consumables proper subjects for mort- 
gage.°® Chattel mortgages executed by a married person on household goods 
must be joined in by the spouse to be valid. Since chattel mortgages are 
found in greatest volume in securing loans made under the Small Loans 
Act, household goods are probably the most common subject of chattel 
mortgages. 

For a chattel mortgage under which possession of the property is re- 
tained by the mortgagor to be valid against third parties, the instrument 
must provide for retention of possession by the mortgagor, and the instru- 
ment must be acknowledged and filed or recorded.*! Since 1934, the some- 
what less expensive procedure of filing has been available to mortgagees as 
an alternative to recording.® Section 4 provides that unless the instrument 
is filed or recorded within twenty days after its execution, it is void as 
against creditors of the mortgagor and subsequent purchasers. If the mort- 
gagee has failed to file or record within the twenty days, his best course of 
action is to take a new chattel mortgage and file or record it promptly.® 
As between the original parties, however, the mortgage may be valid even 
though the statutory requirements are not met.** The date of execution of 
a mortgage, at which time the twenty-day period commences, is the day 
upon which the last act is done necessary to make the instrument effective 
as between the original parties; hence, the date the instrument is signed and 
delivered controls even though a different date appears on the face of the 
mortgage.® Whether a lien intervening between the time of execution of 
a mortgage and the date of its filing or recording prevails when the subse- 
quent filing or recording is within the twenty-day limits does not appear 
to have been decided in this state. The wording of the statute indicates that 
a chattel mortgage is effective against third parties only after it is filed or 


59See Hannah, supra note 57, at 753-54. 

60 Try, Rev. Stat. c. 95, § 25 (1955). In the Small Loans Act it is provided that 
the written assent of the other spouse shall not be required when husband and wife have 
been living apart for a period of at least five months prior to making the mortgage. 
Int. Rev. Strat. c. 74, § 35 (1955). 

61 Tut, Rev. Strat. c. 95, § 1 (1955). However, if the mortgagee takes possession 
of the property, the mortgage is valid as against all subsequent claims of third parties 
even though not filed or recorded. Southern Surety Co. v. Peoples State Bank, 332 
Ill. 362, 163 N.E. 659 (1928). 

62 Tit, Rev. Strat. c. 95, § 4a (1955). 

63 It should be noted, however, that if this is done the mortgage becomes one 
given for an antecedent debt and subject to attack in bankruptcy if other elements 
of a preference exist. See McGraw, supra note 56, at 739. 

4 By the wording of the statute, the formal requirements seem only directed toward 
making the instrument valid as against third parties. See Kimball Co. v. Polakow, 268 
Ill. 344, 348, 109 N.E. 313, 315 (1915); Niepschield v. Reuss, 92 Ill. App. 636, 637 
(1st Dist. 1900). 

65 []linois Nat’! Bank and Trust Co. v. Holmes, 311 Ill. App. 286, 35 N.E.2d 823 
(2d Dist. 1941). 
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recorded, and dicta in a number of cases point to a literal interpretation of 
the act in this respect.® 

Until 1953, the place of recording or filing the mortgage was the county 
in which the mortgagor resided or, if he was not a resident of this state, the 
county where the property was situated. Since the amendment of that year, 
when the residence of the mortgagor and the situs of the property are in 
different counties, the mortgage must go on record in one county and a 
certified copy thereof in the other.®? 

In 1955, the provisions for extension of chattel mortgages were con- 
siderably liberalized. Prior to that year, the duration of the lien was limited 
to ninety days after the maturity of the debt or five years from the date 
of recording, whichever was earlier. If the duration of the debt was less 
than four years, the mortgage could be extended once, but not for more 
than one year. Difficulties arose in using chattel mortgages to secure long- 
term debts; new mortgages had to be executed every five years and were 
subject to intervening liens. The 1955 amendment states the duration of 
the lien to be ninety days after maturity of the debt or five years and ninety 
days after recording, whichever is earlier, but allows, upon the recording 
of proper affidavits, three five-year extensions. Hence, under the present 
law, the lien of a chattel mortgage may be valid against third parties for as 
long as twenty years and ninety days.® 

In sections 7 and 8, the Legislature has taken steps to chasten the way- 
ward mortgagor for selling the mortgaged property. In the first of these 
sections, the purchaser of the goods, if not informed of the existence of the 
mortgage, is given an action against the mortgagor for twice the value of 
the property sold.® In the latter section, the mortgagor is subjected to crim- 
inal punishment if he sells the mortgaged property without the written con- 
sent of the mortgagee.” Seemingly, oral consent of the mortgagee would 
be sufficient to pass title to the purchaser from the mortgagor.”1 Where 


66 Tur, Rev. Stat. c. 95, § 4 (1955). See Sword v. Low, 122 Ill. 487, 502 (1887); 
Haugens v. Holmes, 314 Ill. App. 166, 171, 41 N.E.2d 109, 112 (2d Dist. 1942); Collateral 
Finance Co. v. Braud, 298 Ill. App. 130, 134, 18 N.E.2d 392, 394 (1st Dist. 1938); 
Niepschield v. Reuss, 92 Ill. App. 636, 637 (1st Dist. 1900). For a different view, see 
McGraw, supra note 56, at 739. 

87 Tit, Rev. Stat. c. 95, § 4 (1955). See McGraw, supra note 56, at 739-40, for an 
excellent treatment of the ramifications of this subject. 

68 In. Rev. Stat. c. 95, § 4 (1955). A chattel mortgage which exceeded the five- 
year period under the pre-1955 statute was held to be valid and enforceable within the 
permissible period and not void ab initio. In re Beale, 117 F. Supp. 149 (N.D. Ill. 1953). 
For a good discussion of the effect of leaving property with a mortgagor after expira- 
tion of the mortgage lien, see United States v. Christensen, 50 F. Supp. 30 (E.D. 
Ill. 1943). 

69 Trt. Rev. Stat. c. 95, § 7 (1955). 

1d. § 8. 


71 Anderson v. South Chicago Brewing Co., 173 Ill. 213, 50 N.E. 655 (1898). For 
a collection of Illinois authorities in this area, see United States v. Christensen, supra 
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the mortgagee permits sale only on condition that the proceeds are to be 
applied to the debt, it has been held that the mortgagee’s rights to the pro- 
ceeds are superior to those of a garnishing credit of the mortgagor.”? 

Under section 26, all notes secured by chattel mortgages must state 
upon their face that they are so secured, and upon transfer they are subject 
to all defenses existing between the payor and payee of the note. When a 
note fails to recite that it is secured by a chattel mortgage, the chattel mort- 
gage is void.” In 1933, the Legislature removed notes secured by mortgages 
on agricultural products from the provisions of the statute relating to 
defenses; the stated purpose for this exclusion was to give transferees of 
agricultural paper better protection, hence to facilitate farm financing. In 
1955, notes made by corporations were similarly excluded. 

It has been contended with some persuasiveness that a financing agency 
which purchases commercial paper arising out of the sale of consumers’ 
goods ought not to take any greater rights against the buyer than the seller 
had.7* Some courts and legislatures have apparently felt that there is no 
sound basis for requiring the consumer to pay the financing agency in full 
for a defective article and then seek his recompense against seller; accord- 
ingly, they have allowed the buyer to raise the defense directly against the 
finance company.” Yet in Illinois a finance company purchasing a note 
secured by a conditional sale contract can probably stand as a holder in 
due course and take free of all the buyer’s defenses against the seller.7* On 


note 68. In that case an employee of the federal government failed to go through the 
proper procedure for consenting to the sale of a mortgaged tractor where the mortgage 
was held by the government; hence the mortgagee was allowed to replevy the tractor. 


7 Acme Feeds, Inc. v. Daniel, 312 Ill. App. 330, 38 N.E.2d 530 (1st Dist. 1941). 


73 All the statements in this paragraph refer to Int. Rev. Srat. c. 95, § 26 (1956). 
It has been held that a chattel mortgage is not void for failure of the note to state that 
it was secured by a chattel mortgage unless the note has been assigned. Sellers v. Thomas, 
185 Ill. 384, 57 N.E. 10 (1900); Hogan v. Akin, 181 Ill. 448, 55 N.E. 137 (1899). 


™ For a good discussion of this contention, see Sutherland, Article 3—Logic, Ex- 
perience and Negotiable Paper, 1952 Wis. L. Rev. 230, 235-40. “. . . , No real policy 
made protection of the financer necessary. He could handle his affairs well, and spread 
the risk of occasional customer dissatisfaction over a great number of transactions. Cer- 
tainly he was in no worse fix than the thriving financers who lent huge sums on the 
assignment of ordinary accounts receivable, open to every defense of the account debtor. 
Should he have all this and negotiability too? Compared to his enviable position, the 
position of the buyer was unfortunate. He was generally neither able nor willing to 
pay the financer in full and then try out his grievances in a suit against the seller. It was 
cheaper and more satisfactory for him to defend a claim for the price. State legisltures 
began to recognize these policy considerations and to provide by statute that instru- 
ments, even though negotiable in form, should, in certain cases, be subject to defenses 
if given for the price of goods which stand security for payment.” /d. at 236-37. 

75 Jd. at 236-37. See Annot., 152 A.L.R. 1222 (1944), for a comprehensive collection 
of cases on the conditional vendee’s right to set up defenses against finance companies. 

76 See, e.g., Abingdon Bank and Trust Co. v. Shipplett-Moloney Co., 316 Ill. App. 
79, 43 N.E.2d 857 (2d Dist. 1942). But see Industrial Loan and Trust Co. v. Bell, 300 
Ill. App. 502, 21 N.E.2d 638 (4th Dist. 1939). 
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the other hand, under section 26, if a chattel mortgage is used as the 
security device, the transferee takes no greater rights than the mortgagee 
had against the mortgagor. It is ironic in Illinois that in the enormously 
popular ‘conditional sale transaction, where consumers most need this pro- 
tection, none is given, but with regard to chattel mortgages which have all 
but vanished as a method of securing consumer credit, the mortgagor is 
safeguarded. This is not to say, however, that section 26 does not serve a 
useful function, for, as has been pointed out, most small loans, and they are 
legion, are secured by chattel mortgages on household goods and auto- 
mobiles. Whatever the virtues of negotiability in other areas of commerce, 
the statutory policy of not allowing purchasers of this kind of paper to 
become holders in due course seems eminently sound. 

Another contrast between conditional sales and chattel mortgages lies 
in the protection afforded the debtor upon foreclosure. As previously indi- 
cated, the conditional seller’s remedies upon default seem to be limited prin- 
cipally by his own sense of fair play; however, with respect to chattel mort- 
gages the Legislature has intervened to extend a measure of protection over 
the mortgagor. Chattel mortgages in Illinois are normally foreclosed under 
the clause in the instrument allowing the mortgagee to take possession of 
the goods on default and sell them either at private or public sale.7” The 
mortgagor must be given three days’ notice of the time and place of sale, 
and a copy of this notice must be posted where the property is located.78 
Within ten days after the sale, the mortgagee must deliver to the mortgagor 
a statement setting out the amount realized on each item and the expenses 
of the sale.7” The mortgage may authorize the sheriff to execute the power 
of sale, and at such sale the mortgagee may properly purchase the goods.®° 
An exception to these procedures is made with respect to household goods, 
wearing apparel, or mechanic’s tools, in that these articles can be taken upon 
default only by the sheriff after a court order authorizing seizure has been 
obtained.*! 

TRUST RECEIPTS 


It is appropriate that this dynamic security device should have found 
its origin in the growing economy of late nineteenth-century America.®? 
Trust receipts were first commonly used in the import business to provide 


7 Iti. Rev. Stat. c. 95, § 27 (1955). This section requires the sale to be made in 
the county where the mortgagor lives or where the property is situated when mortgaged. 

78 Ibid. 

79 Ibid. For interpretation of the statutory requirements of the mortgagee’s report, 
see McClure v. Hondros, 345 Ill. App. 480, 103 N.E.2d 679 (2d Dist. 1952) (abst. dec.); 
Aoskad v. Packard Motor Car Co., 195 Ill. App. 251 (1st Dist. 1915). 

80 Tit. Rev. Srat. c. 95, § 12 (1955). 

®1 Jd. § 24. For a good statement of the abuses this section was intended to prevent, 
see Gaines v. Williams, 146 Ill. 450, 34 N.E. 934 (1893). 

82 The introductory statements on the origin and function of trust receipts are 
based on McGowan, Trust Recerrts cc. 1-3 (1947), an admirable study of the subject. 
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a means of financing the sale of goods from foreign merchants who would 
not sell on credit. The method worked out called for the importer’s bank 
to open a letter of credit in favor of the foreign exporter, who then was 
able to get immediate payment for his goods by negotiating drafts drawn 
on the importer’s bank to a foreign bank. When the importer’s bank paid 
the drafts, it obtained title to the bills of lading covering the goods. To 
take possession of the goods for purposes of resale or processing, the im- 
porter had to obtain the bills of lading from his bank; this was done by 
giving the bank a trust receipt in exchange for the documents of title. 
Upon resale of the goods, the importer accounted to the bank for the pro- 
ceeds of the sale and the trust receipt was discharged. The trust receipt met 
an urgent need in the process of distributing goods which was not fulfilled 
by the traditional security devices, for it provided a means by which dealers 
or manufacturers who were unable or unwilling to meet a seller’s cash 
terms could obtain possession of goods for purposes of resale or processing 
merely by acknowledging that the bank financing the transaction had a 
security interest in the goods and their proceeds. By this device, the dealer 
or manufacturer was able to finance the transaction by using goods he had 
never owned as security. 

By the 1920’s trust receipts had spread inland, and soon found their 
place as the standard means of financing automobiles and appliances from 
manufacturer to retailer. This great rise in the popularity of trust receipts 
aroused dissension over the validity of the financier’s secret lien as against 
third parties. The trust receipt was never intended to give the financing 
agency priority over purchasers from the dealer, but when courts began 
challenging its efficacy against the dealer’s creditors its usefulness as a 
security device was in doubt. The patent need for statutory clarification 
was met by the introduction in 1933 of the Uniform Trust Receipts Act, 
drafted by Karl Llewellyn, later to become the principal draftsman of the 
Uniform Commercial Code. This statute with certain important modifica- 
tions became law in Illinois in 1935.8 As of 1955, thirty-one states and three 
territories had adopted it.® 


Scope of Trust Receipts Transactions 


In defining the permissible limits of the trust receipts transaction, the 
statute recognizes the traditional three-party transaction in which the 


“,... The majority of the cases in which the validity of the unrecorded security- 
interest was tested, up to 1929, held the financing agency’s interest valid as against the 
dealer’s creditors or his trustee in bankruptcy, but invalid as against a bona fide pur- 
chaser from the dealer in regular course of trade. Since 1930, the decisions have tended 
definitely to deny validity even as against creditors. The courts show strong objection 
to the secrecy of the financing agency’s interest.” COMMISSIONERS’ PReFaTory NOTE, 
9A Unirorm Laws ANNOTATED 274, 275 (1951). 

84 Tut. Rev. Stat. c. 121%, §§ 166-87 (1955). 


859A Unirorm Laws ANNOTATED 171 (Supp. 1955). 
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financing agency (entruster) obtains title (security interest) to goods, docu- 
ments of title, or instruments ®* from a third party and entrusts possession 
of these objects to the borrower (trustee) who signs a trust receipt reciting 
that a security interest in the objects remains in the entruster.8? At common 
law, it had been established that the trust receipt was not properly used 
by one wishing to borrow on goods he already owned.®* In such a situa- 
tion the entruster was looked upon as having nothing more than an un- 
recorded chattel mortgage. The Uniform Act goes along with this in 
denying to one possessing goods the power to make effective use of trust 
receipts in borrowing on them, but allows one to borrow on documents of 
title or instruments in his possession. The Illinois statute makes a major 
departure from the Uniform Act in that it allows one in possession of goods 
to borrow on them by a trust receipt, thereby extending the function of 
the trust receipt far beyond its common-law confines.8® This two-party use 
of the trust receipt—for example, an automobile dealer borrowing money on 
his used cars—is popular in Illinois. 

There is no proper trust receipt transaction unless the possession of the 
trustee under the trust receipt is for the purpose of selling or exchanging 
goods, documents of title, or instruments, or, in the case of goods, manu- 
facturing or in other ways preparing them for sale.® In view of these 
limitations, it is apparent that goods cannot properly be entrusted to the 
ultimate consumer or user under a trust receipt. Moreover, by statutory 
definition, an entruster cannot be the true seller of the goods; he must sell 
credit, not goods.® 


Entruster’s Rights Against Third Parties 


More than constituting the major innovation brought into trust receipts 
law by the Uniform Acct, the filing requirement represents a bold new con- 
ception in the law of notice. The statute provides for filing by the entruster 
in the office of the Secretary of State of a statement reciting that he is or 
expects to be engaged in trust receipts financing with the trustee in goods 
of specified kinds.®? This satement constitutes filing under the act as to 
trust receipts transactions between the entruster and the trustee occurring 
within thirty days prior to filing or within one year after filing. Filing is 
easily exended for each subsequent year by the entruster’s filing an affidavit, 
and such filing continues the rank of the entruster’s existing security interest 


86 The statute defines “instruments” as including negotiable instruments, stocks, 
bonds, or other investment instruments. ILL. Rev. Stat. c. 121%, §166(5) (1955). 

871d. § 167(1) (a). 

88 McGowan, Op. cit. supra note 82, at 45-53. 

89 TLL. Rev. Stat. c. 121%, § 167(1) (c) (1955). The resemblance to a chattel mort- 
gage transaction or a pledge without relinquishment of possession is obvious. 

907d. § 167(3). 

Td. § 166(3). 

92 Id. § 178. 
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as against junior interests. Departures in this procedure from conventional 
recording systems are obvious. First, there is central filing in one office for 
the entire state, as opposed to numerous local places of filing. Second, the 
expensive requirement that each transaction be recorded has been abandoned 
in favor of a notice to prospective creditors of the probability that goods 
of the kind mentioned in the statement that are held by the trustee are 
subject to trust receipts in favor of the entruster. This is all the would-be 
lender needs to know to protect himself; furthermore, the trustee is spared 
the embarrassment of having his adventures in credit chronicled in the 
public records and credit sheets. 

What effect does filing in the prescribed manner have with regard to 
third parties? Quite properly the act has based the decision on this matter 
on the status of the third party, and has, in general, distinguished between 
parties who are unlikely to think of searching the records before buying 
goods—the ordinary consumer is the best example of this—and those parties 
apt to be more sophisticated in financial matters, like creditors, pledgees, or 
mortgagees, who normally would attempt to assess a trustee’s financial 
position before dealing with him. In pursuance of this, the act has broken 
third parties down into three categories; “buyers in the ordinary course of 
trade,” “purchasers other than buyers in the ordinary course of trade,” and 
creditors. 

A buyer in the ordinary course of trade, defined by the act as one who 
buys goods in good faith for new value, takes free of the entruster’s security 
interest, whether filed or not.®* This is even true where the entruster has 
denied the trustee the power to sell the goods, as long as the entruster allows 
the trustee to place the goods in his stock in trade or in his show room, 
and as long as the buyer has no actual knowledge of the limitation on the 
power to sell.®%° Hence, the ordinary consumer who walks in off the street 
and purchases an automobile from the show-room floor is protected as 
against the entruster, and this is as it should be.% 


93 See McGowan, op. cit. supra note 82, at 56-57, for an elaboration of the policy 
basis for distinguishing between these two groups. 

*4 The definition of a “buyer in the ordinary course of trade” includes one taking 
by a conditional sale. The definition does not include a pledgee, a mortgagee, a lienor, 
or a transferee in bulk. Inx. Rev. Stat. c. 121%, § 166(1) (1955). Section 174 covers 
limitations on the entruster’s protection against purchasers. Clearly filing will not be 
deemed to constitute notice of the entruster’s interest as against a good faith purchaser 
of negotiable documents of title and negotiable instruments. The act does not limit the 
negotiability of such documents and instruments. /d. § 174(1) (a). 

95 Id. § 174(2)(c). 

6 The category of “buyer in the ordinary course of trade” is not, however, re- 
stricted to one buying from a retailer for use or consumption. A retail dealer may 
qualify as such a buyer. General Finance Corp. v. Krause Motor Sales, 302 Ill. App. 
210, 23 N.E.2d 781 (1st Dist. 1939) (trustee having liberty of sale sold to dealer in new 
and used cars); Colonial Finance Co. v. DeBenigno, 125 Conn. 626, 7 A.2d 841 (1939) 
(trustee having no liberty of sale sold to another dealer). Since to be a buyer in the 
ordinary course of trade one must act in good faith, the effect of these decisions is to 








552 CHATTEL SECURITY TRANSACTIONS _ [Vo . 1956 


The degree of protection enjoyed by the entruster against creditors of 
the trustee is dependent upon whether the creditor has obtaind a specific 
lien on the goods, documents, or instruments involved by attachment, levy, 
or by similar judicial process and thereby qualifies as a “lien creditor” under 
the statute.®? If the creditor fails to become a lien creditor, the entruster’s 
interest prevails whether or not the entruster ever files and whether or not 
the creditor has notice of the security interest.°® A lien creditor has priority 
over an entruster only if the entruster fails to file within thirty days after 
delivery of the object to the trustee and the creditor acquires his lien after 
the thirty-day period, without notice of the entruster’s interest and before 
the entruster files. 

At common law, the entruster’s interest was held to be superior to 
parties representing creditors in insolvency situations.1° Under the act, 
however, assignees for the benefit of creditors, receivers in equity, or 
trustees in bankruptcy assume the position of lien creditors.1°' In view of 
this, the entruster who has not filed within the thirty-day period must either 
file or take possession before the insolvency of the trustee to be protected. 

No pledgee or mortgagee, known in the terminology of the act as 
“purchasers other than buyers in the ordinary course of trade,” can take 
free of the entruster’s interest after the entruster has filed.°? They are 


hold that one takes in good faith even though he is fully cognizant of the almost uni- 
versal custom of automobile dealers to “floor plan” their stock under trust receipts. 
See Peoples Finance and Thrift Co. v. Bowman, 58 Cal. App.2d 729, 137 P.2d 729 (1943), 
to the effect that mere knowledge of the general custom of floor planning automobiles 
is not sufficient to place one on inquiry. Any other result would mean that practically 
no informed member of the business community could come within the definition of a 
buyer in the ordinary course of trade. 

*TTtt. Rev. Strat. c. 121%, § 173 (1955). See id. § 166(6) for the definition of 
“lien creditor.” 

98 Id. § 173(1). 

99 Id. § 173(2). We may conclude from § 173 that: (a) if the entruster files within 
the thirty-day period, his interest is superior to that of all creditors, lien or otherwise; 
(b) if the entruster fails to file within the thirty-day period, he still prevails over any 
lien creditor who obtains his lien within this period; (c) if the entruster files after the 
thirty-day period but before the creditor obtains his lien, the entruster prevails; (d) only 
when the creditor acquires his lien after the thirty-day period but before the entruster 
files does the creditor prevail. Under § 8(3)(a) of the UTRA, a creditor who secures 
issuance of process which within a reasonable time thereafter results in attachment of 
or levy on goods is deemed to have become a lien creditor as of the date of issuance of 
the process. This made it easier for a creditor to slip in if an entruster failed to file 
within the thirty-day period. This section has been omitted from the Illinois statute. 

100 McGowan, Op. cit. supra note 82, at 87. 

101 Trp, Rev. STaT. c. 121%, § 173(3) (1955). Under this section, the representative 
of the creditors is treated under the act as a lien creditor without notice unless all 
creditors had received notice of the entruster’s interest before the entruster filed or 
retook possession. 

102 Jd. § 174(2)(b). A trust receipt ordinarily contains a clause prohibiting the 
trustee from pledging, mortgaging, or otherwise encumbering the property. But § 176 
provides that the entruster takes subject to specific liens arising out of the acts of the 
trustee in dealing with the goods in the usual course of his business in preparing them 
for sale without regard to whether the entruster has filed. 
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financially experienced parties and may be properly expected to investigate 
the status of any trustee with whom they are dealing. However, a pledgee 
or mortgagee who gives “new value” and obtains possession of the property 
before the entruster files takes free of the entruster’s interest, even though 
the thirty-day period has not expired when possession is taken.!°? But where 
the pledgee or mortgagee gives old value and takes possession before the 
entruster files he prevails as against the entruster only if he does so after 
the expiration of the thirty-day period. The reason for affording the giver 
of new value a favored position apparently is that by receiving new value 
the trustee has a specific, identifiable asset, whether it be funds resulting 
from new loans or accounts receivables from new obligations, which the 
entruster may reach.1% 

Although the act outlines with commendable clarity the rights of the 
entruster as against creditors of and purchasers from the trustee, it is vague 
on the entruster’s relationship to other entrusters who are financing the same 
trustee. This point was considered in Donn v. Auto Dealers Investment 
Company, where A and B, in that order, filed statements of intent to 
finance the handling of automobiles by X, a dealer. X embarked upon a 
fraudulent scheme whereby he induced both A and B to advance money on 
the same automobiles. In each case B’s advance preceded that of A. In hold- 
ing that B’s rights were superior to A’s, the court said that where more than 
one entruster has filed, each is on notice of the other and the one first ad- 
vancing money prevails. Thus the court looked upon the date the financier 
actually became an entruster by entering into a trust receipt transaction in 
which funds were advanced as the significant point of time for determining 
priorities rather than the time of filing a statement of intent to enter into 
trust receipt transactions. 

The effect of the Donn decision is to make it unsafe for a financier 
who has filed under the act to advance money on goods until he has ascer- 
tained whether a second lender has filed and advanced money on the same 
goods. The difficulty with this case is not that it places the priority between 
entrusters on a first-to-advance basis. Entrusters do not want to deal with 
a trustee who is doing business in the same line of goods with a second 
entruster, and they will normally terminate their relationship with any such 
trustee as soon as they learn of the second entruster. The real objection to 
this case is that to be safe the entruster must search the records to date 
before advancing money in each trust receipt transaction to learn whether 


103 Jd, § 174(2)(b). Under the Uniform Act, “new value” does not include ex- 
tensions or renewals of existing obligations of the trustee; however, the Illinois statute 
has been modified to include these within the definition of “new value.” Id. § 166(7). 

10 McGowan, op. cit. supra note 82, at 80-81. Query whether this reason is as 
valid in Illinois where the new value given may consist merely of an extension of an 
existing indebtedness. See note 103 supra. 


105 385 Ill. 211, 52 N.E.2d 695 (1944). 
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the trustee is dealing with another lender. The first-to-advance rule would 
not be unreasonable as long as the second lender to file were required to 
give any entruster who had filed previously actual notice. 


Entruster’s Rights Against Trustee 


In a few terse sentences, section 174 clears up a host of troublesome 
foreclosure problems by concisely setting forth the entruster’s rights arising 
upon default by the trustee. The entruster may repossess without legal 
process whenever this is possible without a breach of the peace, and upon 
at least five days’ notice he may sell the goods at public or private sale. 
Appropriately, the statute permits the entruster himself to become a pur- 
chaser only when the sale is public. The proceeds of the sale must be applied 
to the satisfaction of the trustee’s indebtedness, with any surplus remaining 
after the expenses of repossession and sale are defrayed paid over to the 
trustee. By the same token, the trustee is liable for any deficiency. The 
only case in which the entruster may declare a forfeiture of the trustee’s 
interest is where the property involved was manufactured by style or model. 
Here the entruster may declare a forfeiture only if he cancels not less than 
eighty per cent of the trustee’s original indebtedness. After forfeiture, the 
entruster occupies the position of owner of the goods and bears the risk 
of losing money if he is unable to sell the property for more than the 
amount of the trustee’s cancelled debt. 

Since the trustee by selling the subject matter of the trust receipt 
transaction to a buyer in the ordinary course of trade can cut off the en- 
truster’s right to repossess, and important aspect of the protection afforded 
the entruster by the statute is his right to reach the proceeds of such sales 
in the hands of the trustee.1°? To qualify to reach these proceeds, the en- 
truster must either deny the trustee the power to sell or expressly require 
him under the terms of the trust receipt to account for any disposition of 
the goods, documents, or instruments. In consequence, trust receipts forms 
invariably contain a clause providing that the entruster’s security interest 
attaches to the proceeds of any sale. Where the trustee has sold the entrusted 
property on credit, the entruster is subrogated to the debts owed the trustee 
therefor. The entruster is entitled to any proceeds or the value thereof, 
whether he can trace them or not, if they were received by the trustee 
within ten days before insolvency proceedings are instituted. Moreover, he 
is entitled to the proceeds or the value thereof, again whether they can be 
traced or not, if he has demanded an accounting within ten days after the 
trustee received the proceeds. As to these last two categories, the entruster 
must show that the trustee actually received proceeds from a trust receipt 
transaction, but he need not prove what he did with the proceeds after 


106 For an argument in favor of the Donn case, see McGowan, op. cit. supra note 
82, at 124. 
107 Try, Rev. SraT. c. 121%, § 175 (1955), covers the entruster’s right to the proceeds. 
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receipt. Lastly, the entruster is entitled to any proceeds which he can 
. trace,108 

The Illinois Legislature armed the already well-girded entruster with 
still another weapon by adding a section not found in the Uniform Act, 
making it a felony for a trustee to fail to account to the entruster for the 
sale of the entrusted property.’° The persuasion potential of bringing this 
statute to the attention of an errant trustee is obvious. In 1952, the Illinois 
Supreme Court found this section to be unconstitutional as violative of the 
constitutional provision that no act shall embrace more than one subject 
and that shall be expressed in the title.12° The inclusion of criminal penalties 
was not thought to be fairly indicated by the title “An Act concerning trust 
receipts and certain security transactions and to make uniform the law 
relating thereto.” In 1953, the Legislature repealed the former section, 
enacted substantially the same section, and amended the title of the act to 
include penalties.1! 


CONCLUSION 


Rampaging consumer credit, around which much of the rest of our 
credit structure is built, is more than an economic phenomenon, it has be- 
come a way of life. It is sobering to realize that if there can be said to be 
an “American way of life,” it is in large measure paid for on the installment 
plan. Yet this is a relatively new development; only in the last generation 
has installment buying become socially acceptable.442 A corresponding 
change has occurred in the attitudes of lenders who now offer terms which 
would a few years ago have been considered perilous. Whatever may be 
said about the shortcomings of installment buying, we owe much of 
our present high standard of living to those lenders who have been willing 
to take the risks inherent in broadening the base of consumer credit. Never- 
theless, the very act of extending credit to more and more people—however 
commendable as a means of their attaining a better standard of living—in- 
creases the need for effective extension of legal regulation over these trans- 
actions. 

How satisfactorily the Legislature and judiciary of Illinois have per- 
formed this regulatory function is largely a matter for the reader’s own set 
of values. Perhaps all would agree that Illinois has afforded the secured 


108 Section 10 of the Uniform Act limits this statement by providing that the en- 
truster is held to have waived his right to an accounting if he has failed to demand an 
accounting within 10 days from his knowledge of the existence of proceeds. Illinois 
has omitted this limitation. 

109 Typ, Rev. Stat. c. 121%, § 183 (1951). 

110 People v. Levin, 412 Ill. 11, 104 N.E.2d 814 (1952). The constitutional provision 
involved is Itt. Const. art. 4, § 13. 

111 Trp, Rev. StaT. c. 121%, § 183.1 (1955). 

112For a discussion of changing attitudes toward installment buying, see Grattan, 
Buying on Time: Where Do you Stop?, Harper’s Magazine, April 1956, p. 73. 
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lender one of the more luxuriant legal climates in which to operate. In 
the field of trust receipts, the Uniform Trust Receipts Act, probably the 
best of the uniform commercial laws, gives the credit-user substantial pro- 
tection, while extending to financiers adequate safeguards as well. Con- 
versely, in the area of conditional sales, under which most of our installment 
buying is done, virtually no legislative or judicial restraints are imposed. 
Yet in the case of trust receipts the credit-user is invariably a businessman 
who is presumably much less in need of protection than the conditional 
vendee, starry-eyed with mass-media advertising and fired with the desire 
to “keep up with the Joneses.” All this commends to the reader careful 
consideration of the Uniform Commercial Code, many of the provisions of 
which are discussed in the ensuing pages of this symposium. 








“FLOATING LIENS” IN INVENTORY 
FINANCING 


BY ROBERT W. WEEKS * 


INTRODUCTION 


THIS ARTICLE, like Mr. Homer Kripke’s article, is concerned with the 
secured financing of retailers in their purchases of inventory. The nature 
of many of the problems encountered in such a financing program depends 
largely on whether the inventory consists, on the one hand, of large, serial 
numbered items which can be handled on an individual basis (like auto- 
mobiles) or, on the other, of many small items not easily identified indi- 
vidually, which can be dealt with only on a “bulk” or “floating lien” basis. 
This article concerns itself with the latter type of situation, while Mr. 
Kripke’s article is directed at the former. 

Deferring payment for purchases of inventory is a way of supplying a 
retail dealer with permanent working capital. Along with some program 
for converting receivables into cash, this device performs for the small 
business much the same function as term bank loans and trust indenture 
bond issues perform for larger enterprises. There are several reasons why 
inventory and receivables financing are available to small retailers while 
these other methods are not. The credit risk inherent in financing a small 
business usually demands that the loan be secured, and inventory and 
receivables are likely to be a small retailer’s only available collateral. 
Furthermore, both receivables and inventory financing can be handled on a 
“self liquidating” basis. Thus, the acquisition of new inventory or the 
making of either a “charge” or an “installment” sale is the occasion for a 
new extension of credit. Sale of goods out of inventory or payments by 
customers are occasions for partial retirement of the indebtedness. This 
automatically tends to keep the retailer’s borrowing in line with his current 
capital needs. Furthermore, by identifying sales of goods or customer pay- 
ments as events which must be accompanied by reduction of the indebted- 
ness, the lender has a way of insuring that proceeds of such sales or col- 
lections are used to reduce the debt. 

These facts point up the importance in the economy of inventory 
financing as an essential source of working capital for small business. More 
important for purposes of this article, however, they outline the key prob- 


* ROBERT W. WEEKS. B.S. 1948, Purdue University; J.D. 1951, North- 
western University; member, Executive Committee, Section on Com- 
mercial and Bankruptcy Law, Illinois State Bar Association; Attorney, 
Deere & Company, Moline, Illinois. 


1See Kripke, Inventory Financing of Hard Goods, infra p. 580. 
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lem in devising a satisfactory inventory financing program. That problem 
is to achieve a permanent extension of a large amount of credit, but to do 
so by means of a series of small, short-term advances, secured by interests 
in items which are continuously being acquired by the borrower. The 
multiplicity of acquisitions makes it impractical to file an instrument for 
public record each time goods are added to inventory. Conversely, the 
lender must be assured of the priority of his security interest without in- 
vestigating the public records before making each advance. 

In the case of items which can be handled individually, the Uniform 
Trust Receipts Act admirably fulfills these requirements. The only instru- 
ment which must be filed for record is a simple statement signed by the 
dealer and financer stating that they expect to participate in trust receipt 
financing.? The act provides for the creation at the time the goods are de- 
livered * of a security interest extending to new value given at that time.* 
In practice, a financer who has filed a statement can assure the priority of 
his security interest without rechecking the public records by prescribing 
the form of the transaction through which the dealer acquires the goods. 
By this means, he can make it all but certain that he is the only party ad- 
vancing new value at the time that the goods are delivered. No matter how 
many financers have filed, they can each so arrange their transactions that 
in the case of any given machine, the financer who advanced its purchase 
price is sure of his priority.5 

It is of the essence of this whole approach to the problem that the pur- 
chase of individual items must, as a matter of mechanics, be treated as sep- 
arate and complete financing transactions, though they may form a part 
of a broader relationship between financer and borrower. At all times, the 
lender must be able to identify the particular items as to which he made a 
purchase money advance, and to show which purchase money advances have 
not been repaid. If the items making up the inventory cannot be individually 
identified, or if they each represent such a small unit of value that it is im- 
practical to treat them individually, the Trust Receipts Act cannot be used 
satisfactorily. 

In searching for another security device around which to build an in- 
ventory financing program for retailers, the lawyer immediately finds him- 


2 Unirorm Trust Receipts Act §§ 7, 13. 

3 Unirorm Trust Receipts Act § 2(1)(a). Illinois and a handful of other states 
have modified the Uniform Act to provide that a trust receipt security interest can also 
be created in goods already in the possession of the debtor. Itt. Rev. Stat. c. 121%, 
§ 167(1)(c) (1955). For other states, see 9A, Unirorm Laws ANNOTATED, TRUST 
Receipts Acr § 2, statutory notes. 

4 Unirorm Trust Receipts Act §§ 2(1) (a), 14. 

5 Assurance of priority by control of the transaction is impossible when, under the 
Illinois variant (see note 3 supra), a lender acquires a trust receipt security interest in 
goods already in the possession of the debtor. The resultant uncertainty of priority may 
limit the usefulness of this innovation. See Kripke, supra note 1, at 587. 




















Winter] “FLOATING LIENS” IN INVENTORY FINANCING 559 


self in partly unexplored territory. The need for working capital financing 
has been presented most dramatically by the necessity for dealers to “stock” 
large, expensive mechanical units like automobiles. It is in connection with 
such items that, with the aid of the Trust Receipts Act, inventory financ- 
ing has had most of its development. Until recently the needs for capital 
of other types of small retailers have not been so clearly recognized, and 
the absence of a uniform security device tailored to their problem has 
discouraged lenders from developing programs for them. Thus, other se- 
curity devices have not, in most jurisdictions, been given much attention 
as vehicles for retail inventory security. 

Nevertheless, there are a good many jurisdictions in which existing se- 
curity devices can be adapted to the unique problems of financing in- 
ventories on a “bulk” basis, at least in some circumstances. Each jurisdic- 
tion, and each variation in the financing program, presents special problems. 
The writer would like to discuss some of the devices that may be used and 
to identify some of these special problems. 


CHATTEL MORTGAGES 


The development of chattel mortgages and conditional sales has been 
primarily associated with retail installment sales and other non-inventory 
situations. Unfortunately, many of the decisions which do consider these 
devices in an inventory context are anachronisms which outlived the 
nineteenth century (during which many of them were handed down) only 
because for fifty years few courts have been called upon to rethink them. 

It is a rare state which does not have one or two old decisions restrict- 
ing or appearing to deny completely the validity of chattel mortgages when 
the borrower was authorized to sell the mortgaged property in the ordinary 
course of business. These decisions reflect the nineteenth century bias 
against borrowing in general and secured borrowing in particular. It must 
be remembered that the recording acts had only recently made it possible 
to leave the mortgagor in possession of the goods without destroying the 
lien, a practice of which the courts took a dim view. Anything more than 
mere custody by the mortgagor—any use of the goods for his own benefit— 
was regarded not only as philosophically inconsistent with the lien but 
also as suggestive of fraud. The thought was that if giving a mortgage 
did not interfere with use of the property, people might give sham mort- 
gages to confederates in order to shield their property from their creditors. 
This feeling was illustrated by widespread statutory provisions requiring 
that if the mortgage was to be valid against third parties, the mortgagee 
must “search his conscience” by swearing that it really secured a bona fide 
debt. Where the mortgagor not only was not inconvenienced but was also 


6 See, e.g., N.J. Rev. Srat. § 46:28-4 (1937), as amended by N.J. Laws 1953, c. 
214, § 1; Onto Rev. Cope § 1319.04 (1953). 
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in a position to defeat the mortgagee’s security interest by selling the goods, 
nineteenth century courts found fraud an almost irresistible conclusion. 
Other courts found it difficult to grasp a distinction between the rights 
of bona fide purchasers (who should clearly prevail over the mortgagee 
since ultimate sale of the goods is the primary objective of the whole 
arrangement) and other third parties (who should not prevail). 

The degree to which judicial hostility to mortgages on goods for re- 
sale became entrenched in the law varies from state to state. In Illinois, the 
decisions are so explicitly hostile that there appear to be no circumstances 
under which a mortgage on stock in trade which can be resold will be held 
valid.? In most states, however, the cases do not go this far. In some, the 
fact that the goods are for resale creates only a rebuttable presumption of 
fraud.§ In most others, it is said that the mortgage will not be held invalid 
if the proceeds of sales must be applied to the mortgage debt.® 

The typical nineteenth century mortgage on a stock of goods was not 
a device for financing day-to-day purchases of inventory or meeting a 
permanent business need for working capital. More frequently, the mort- 
gage secured the purchase of an entire going business from a prior owner, 
or else was given to secure the existing debts owed by a tottering business. 
(The frequent appearance of the latter situation no doubt accounts in part 
for judicial suspicion of the parties’ motives.) Where the debt secured 
was a single, temporary extension of credit, it was not unreasonable to 
require that every penny of proceeds should be applied to the debt. This 
usually was clearly what the courts had in mind, although in some cases 
the mortgagor was allowed to use some of the proceeds to replenish his 
inventory and pay other business expenses.’® In either event, the mortgagor 
had to forego any profit to himself until the debt was retired. Either of 
these views strictly applied would obviously be fatal to a modern inventory 
financing program where the debt is a continuing obligation regarded by 
the retailer as a permanent part of his financial structure. 

The usual practice of inventory financers is to require payment of the 
portion of the total debt represented by any item (i.e., its deferred whole- 


T William Deering & Co. v. Washburn, 141 Ill. 153, 29 N.E. 558 (1892); Huschle 
v. Morris, 131 Ill. 587, 23 N.E. 643 (1890); Greenebaum v. Wheeler, 90 Ill. 296 (1878); 
Davis v. Ransom, 18 Ill. 396 (1857). 

8 See, e.g., Morris Plan Bank v. Cook, 55 F.2d 176 (4th Cir. 1932); A. Blanton 
Grocery Co. v. Taylor, 162 N.C. 307, 78 S.E. 276 (1913); Black Hills Mercantile Co. v. 
Gardiner, 5 S.D. 246, 58 N.W. 557 (1894); see also Noyes v. Ross, 23 Mont. 425, 59 
Pac. 367 (1899). Cases collected Annot., 73 A.L.R. 236, 250 (1931). 

®Bannon v. Bowler, 34 Minn. 416, 26 N.W. 237 (1886); Rock Island Nat’l Bank 
v. Powers, 134 Mo. 432, [Rock Island Nat'l Bank v. Western Lumber Co.] 34 S.W. 
869, 35 S.W. 1132 (1896); cases cited note 10 infra. Cases collected Annot., 73 A.L.R. 
236, 269 (1931). 

10 See, e.g., Red River Val. Nat’l Bank v. Barnes, 8 N.D. 432, [Red River Val. 
Nat'l Bank v. North Star Boot & Shoe Co.] 79 N.W. 880 (1899); Puget Sound Pulp & 
Timber Co. v. Clear Lake Cedar Corp., 15 Wash. 2d 707, 132 P.2d 363 (1942). 
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sale price) immediately upon the sale of that item. Literally, this may fall 
short of the requirement expressed in the early cases. The wholesale price 
does not represent the entire proceeds received by the retailer. The differ- 
ence between the total proceeds and what the retailer must pay represents 
more than merely the expenses of the business. Furthermore, the financer 
wants payment in cash and if a trade-in or a credit sale was involved, the 
retailer may not turn over proceeds at all but rather his own funds sub- 
stituted for proceeds. 

There are few modern decisions in which mortgages embodying these 
differences from the literal language of the early cases have been considered. 
It is submitted, however, that the differences have no persuasive significance 
and should not result in invalidity. The courts were groping for a rule 
to insure that the protection of the law would be given only to those mort- 
gages on inventory which provided security of real practical worth. Their 
purpose was to exclude arrangements wherein the security could be dissi- 
pated by the debtor without reduction of the debt, and they articulated 
procedures which seemed to them to accomplish this purpose without de- 
stroying the kind of really useful inventory loans common in their day. 
What in the nineteenth century was an unusual transaction, most often 
growing out of financial distress, is today a widespread, routine operation 
essential to the conduct of healthy businesses. We have today what nine- 
teenth century judges did not have—namely, a wealth of practical knowl- 
edge of procedures for the protection of the security of inventory lenders, 
developed by the actual experience of a great industry. These procedures 
should be regarded as a fulfillment of, rather than a compromise with, the 
objectives of the early courts. Determined policing of a workable require- 
ment, such as payment of the wholesale price upon the sale of an item, is 
more effective than lip service to an impossible one such as turning over 
all proceeds in kind. Furthermore, the bona fides of the debt is today in- 
sured by the fact that if the financer had not made a real advance, the re- 
tailer could not have obtained the mortgaged property in the first place. 
In the typical modern inventory financing situation, the idea of the bogus 
loan designed as a fraud upon creditors is wholly unthinkable.” 

Let us assume that after appropriate analysis of the law in the jurisdic- 
tion with which he is concerned, the lawyer feels reasonably assured that 
a mortgage will not be invalidated because the goods are for resale. There 
remain several hurdles to be cleared before he can conclude that it is a 
satisfactory inventory security device. Filing a separate mortgage each 
time new goods are delivered into inventory and their purchase price ad- 
vanced by the financer is not feasible. Since most states do not have a 
system of Trust-Receipts-Act-type “notice filing” with respect to chattel 


11For another discussion of the problem, see Cohen and Gerber, Mortgages of 
Merchandise, 39 Cotum. L. Rev. 1338 (1939). 
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mortgages,!? this means the lawyer must contrive, through a single recorded 
instrument, to (1) mortgage future goods as well as present ones and 
(2) secure future debts as well as existing ones. In other words, the lawyer 
must satisfy himself that both “after-acquired property clauses” and “future 
advances clauses” are enforceable. 


After-Acquired Property Clauses 


There is considerable confusion and many variations among the states 
with respect to the effectiveness of a current instrument to mortgage future 
acquisitions. Nearly all states have, at one time or another, accepted the 
theoretical premise that since a mortgage is a conveyance, a man cannot, 
at law, mortgage that which he does not own.!* In some states, validity of 
after-acquired property clauses is supported by statute.14 Even in the 
absence of statute, however, it does not follow that such a mortgage is 
always unenforceable. Following the so-called “equity rule” first enunci- 
ated in Mitchell v. Winslow, many states hold that such a mortgage, 
though ineffectual “at law” is enforceable “in equity.” This statement does 
not always mean the same thing. In some states, such an “equitable” mort- 
gage is enforceable against the mortgagor and all parties to whom filing or 
recording gives constructive notice under the statute.’* In other states, 
validity “in equity” means enforceability only as to third parties with actual 
notice.!7 

Another analysis followed in some jurisdictions (on the authority of 
Moody v. Wright 18), and sometimes referred to as the “Masachusetts rule,” 
holds that the mortgage is but an executory contract to give a mortgage 
and is ineffective against third parties either at law or equity unless and 
until the mortgagee “executes” the contract by taking physical possession 


12 But see, e.g., Coto. Rev. Stat. (as amended) § 20-2-1 to -2-12 (1953); N.J. Rev. 
Stat. § 46:28-5.1 (1937). 

13 But see Pierre v. Pierre, 210 Iowa 1304, 232 N.W. 633 (1930); Farmers Trust 
& Sav. Bank v. Miller, 203 Iowa 1380, 214 N.W. 546 (1927); Scharfenburg v. Bishop, 
35 Iowa 60 (1872). 

14Cat. Gen. Laws ANN., Civil Code § 2883 (Deering 1950); Dex. Cone tit. 25, 
§ 2303 (1953); IpaHo Cope § 45-907 (1947); Mont. Rev. Cones § 52-110 (1947); N.D.ReEv. 
Cope §§ 35-0105, 35-0206 (1943); Oxxa. Strat. tit. 42, § 8 (1951); S.D. Cope § 39.0207, 
cf. § 39.0406 (1939); Wyo. Comp. Star. § 59-101 (1945). Some other statutes validate 
after-acquired property mortgages under certain circumstances only, such as crop loans 
under the Federal Farm Credit Act or goods purchased with the proceeds of the loan. 

1517 Fed. Cas. 630, No. 9673 (C.C.D. Me. 1843). 

16 Electric Lighting Co. v. Rust, 117 Ala. 680, 23 So. 751 (1897) (purchaser at 
execution sale, held equivalent to levying judgment creditor); Ludlum v. Rothschild, 
41 Minn. 218, 43 N.W. 137 (1889) (subsequent mortgagee); Hickson Lumber Co. v. 
Gay Lumber Co., 150 N.C. 282, 63 S.E. 1045 (1909) (subsequent mortgagee: dictum to 
the effect that the prior mortgage would be valid against all purchasers). 

17 Spinney v. Meloon, 74 N.H. 384, 68 Atl. 410 (1907). 
18 54 Mass. (13 Met.) 17 (1847). 
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of the goods.’® Other cases state the Massachusetts rule as being applicable 
“at law” while some variant of the “equity rule” of Mitchell v. Winslow 
governs the enforceability of the mortgage in equity.?° 

These theories are not necessarily consistently applied, even within a 
single state.21_ As might be expected, some states which once clearly articu- 
lated the equity rule now uphold after-acquired property mortgages with- 
out precisely identifying theoretical concepts and state simply that after- 
acquired property clauses are “valid.” 22 In other states, there is authority 
for recognition of the equity rule, but its validity against third parties has 
not been conclusively tested.2* As it has been noted, the equity rule does 
not always mean the same thing, but it is submitted that the weight of 
authority in those states which recognize it in the first place is in favor 
of validity against parties to whom recording gives constructive notice of 
the mortgage. 

Some commentators suggest that the apparent confusion in theory 
and inconsistency in result grow out of intuitive judicial recognition that 
the requirements of justice vary depending on the type of economic situa- 
tion in which an after-acquired property clause is used.?* It is said that 
maximum consistency, at least of result, can be observed if cases are grouped 
according to whether the mortgage involved land, crops, personalty used 
in business, stocks in trade, etc. These criteria, unspoken in judicial opinions, 
are nevertheless said to be the most reliable guide in predicting future de- 
cisions. In the case of stocks of goods, it is said that an after-acquired 
property clause should and usually will be upheld and that in cases which 
seem to conflict with this statement, the real grounds for denying validity 
were that the goods were for resale rather than that they were after- 
acquired.*5 


19 Johnson v. Interstate Securities Co., 152 Kan. 346, 103 P.2d 795 (1940); Long v. 
Hines, 40 Kan. 220, 19 Pac. 796 (1888). 

20 Francisco v. Ryan, 54 Ohio St. 307, 43 N.E. 1045 (1896). 

21 See, for example, the curious New York rule, that an after-acquired property 
mortgage is enforceable against purchasers (on the authority of Kribbs v. Alford, 120 
N.Y. 519, 24 N.E. 811 (1890)), but not against levying creditors. Rochester Distilling 
Co. v. Rasey, 142 N.Y. 570, 37 N.E. 632 (1894). See Stone, The “Equitable Mortgage” 
in New York, 20 Cotum. L. Rev. 519 (1920). 

22 Compare Dunn v. Hastings, 54 N.J.Eq. 503, 34 Atl. 256 (1896), with Collerd v. 
Tully, 77 N.J.Eq. 439, 77 Atl. 1079 (1910), and Buvinger v. Evening Union Printing Co., 
72 N.J.Eq. 321, 65 Atl. 482 (1907). Compare Smith & Ricker v. Hill Bros., 17 N.M. 415, 
134 Pac. 243 (1913), and First Nat’l Bank v. Haverkampf, 16 N.M. 497, 121 Pac. 31 
(1911), with Joe Heaston Tractor & Implement Co. v. Claussen, 59 N.M. 486, 287 P.2d 
57 (1955). Compare Hickson Lumber Co. v. Gay Lumber Co., supra note 16, with 
Merchants and Farmers Bank v. Pearson, 186 N.C. 609, 120 S.E. 210 (1923). 

23 Borden v. Croak, 131 Ill. 68, 22 N.E. 793 (1889). 

24Cohen and Gerber, The After-Acquired Property Clause, 87 U. Pa. L. Rev. 635 
(1939). 

25 Id. at 656-659. 
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Future Advances Clauses 


The validity of future advances clauses is generally accepted as a 
principle and has statutory sanction in about one-third of the states.2° To 
be ascertained in each case is the priority of the mortgagee’s claim where 
another encumbrancer or purchaser has intervened between the time of the 
mortgage and the time of the future advance. Statutes, where they have been 
enacted, usually indicate that within certain limitations the mortgagee is 
superior to the intervenor. These limitations are generally that the total 
amount to be advanced (or to be outstanding at any one time) must not 
exceed an amount stated in the mortgage,?7 that the advances must be made 
within a certain period (often one year) either prescribed by statute or 
stated in the mortgage,?® or a combination of these requirements.”® In the 
absence of statute, the generally accepted view appears to be that the mort- 
gagee has priority if he either was legally obliged to make a future advance 
or did not have notice of the intervening encumbrance.*° 

Losing priority as to subsequent advances after notice of the interven- 
tion of another encumbrancer would not spoil the chattel mortgage as an 
inventory security device insofar as protection against other creditors and 
in bankruptcy is concerned. However, suppose each of two financers mak- 
ing advances in connection with the same inventory know that the other 
purports to be secured for such advances under a future advances clause 
in a chattel mortgage. If such a situation arose, the problem of priorities 
between them could become hopelessly complex and confused, and the 
parties would have to resolve it promptly. This might be done (a) by 
agreeing that, as in a trust receipt program, each would claim priority only 
as to those items whose purchase price he advanced, (b) by agreeing on 
some arbitrary division of priority, or (c) by the complete retirement from 
the field of one of the financers. Where it is unfeasible to deal with items 
individually, the first alternative is ruled out. 

It may be concluded on the basis of the foregoing that there are some 
states where a chattel mortgage covering a retailer’s “entire inventory” of 
a particular kind of goods “and all additions or replacements thereto” (after- 
acquired property), to secure existing indebtedness to the financer and all 
indebtedness thereafter arising (future advances), is a reasonably satisfactory 


26 See notes 27, 28, 29 infra. 

27 Cat. Gen. Laws, Civil Code § 2975 (Deering 1950); Kan. Gen. Srat. § 58-323 
(1949); Micu. Comp. Laws § 566.140 (1948); N.D. Laws 1955, c. 216; Oxta. Star. tit. 
46, § 75, tit. 42, § 9 (1951), but see special provision concerning stocks of goods, tit. 46, 
§ 91; S.C. Cope § 45-55 (1952). 

28 Indiana Chattel Mortgage Act of 1935, Inp. Stat. ANN. § 51-503 (Burns Repl. 
1951). 

29 Coro. Rev. Stat. § 20-1-10 (1953); Dex. Cone tit. 25, § 2304 (1953); Ky. Rev. 
Stat. § 382.620 (1953); N.H. Rev. Srat. ANN. § 360:2 (1955); Wyo. Comp. Start. §§ 59- 
125 to -128 (1945). 

30 See cases cited Annot., 138 A.L.R. 566 (1942). 
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and trustworthy inventory security device. However, this conclusion can 
be reached as to a particular state only after most careful investigation and, 
even then, some legal uncertainty may remain. 


CONDITIONAL SALES 


It should not be automatically assumed that a rule restricting the va- 
lidity of mortgages where the goods are for resale also applies to conditional 
sales, A mortgage can be executed without an actual extension of credit, 
but a conditional sale must involve a transfer of value, namely the chattel 
itself, from the conditional seller to the conditional buyer. The danger of 
it being used primarily as a fraud on other creditors is therefore greatly 
diminished. In some states, this view seems to be accepted, and conditional 
sales on goods for resale have been upheld without many of the restrictions 
applicable to mortgages.*! Conditional sales of merchandise are validated 
by statute in some states.82 Frequently, however, there is no authority of 
any kind with respect to conditional sales, and one can either take the 
conservative view that the state’s chattel mortgage rule will apply, or rely 
on reason and authority from other jurisdictions in support of a distinction 
in favor of conditional sales. 

With a conditional sale, as in the case of a chattel mortgage, the prob- 
lems of bringing future additions to inventory under the lien and securing 
the purchase price of such future additions must again be faced. The 
theoretical issues presented, however, are not precisely the same. Let us 
consider first the problem of reaching future additions to stock (which, in 
the case of chattel mortgages, hinged on the enforceability of an after- 
acquired property clause). 


Future Additions to Inventory 


The conditional sale device is, of course, inappropriate for acquiring 
a security interest in items which the retailer obtains from sources other 
than the conditional seller. The owner of a business selling out to a suc- 
cessor has sometimes “retained title” to the stock of goods on hand and also 
“additions or replacements thereto.” Since these “additions” are to be ob- 
tained from third-party suppliers rather than the conditional seller himself, 


$1 Sternberg v. Libby, McNeill & Libby, 186 Ark. 1167, 57 S.W.2d 1034 (1933); 
Mohr v. First Nat’l Bank, 69 Cal. App. 756, 232 Pac. 748 (1924); Pacific Finance Corp. 
v. Hendley, 119 Cal. App. 697, 7 P.2d 391 (1932); Im re Abell, 19 F.2d 965 (7th Cir. 1927). 
See also Bryant v. Swofford Bros. Dry Goods Co., 214 U.S. 279, 29 Sup. Ct. 614 (1909), 
and In re Bastanchury Corp., 66 F.2d 653 (9th Cir. 1933), cert. denied sub nom. John 
Deere Plow Co. v. Turner, 290 U.S. 700, 54 Sup. Cr. 228 (1933). 

82 Mic. Comp. Laws § 442.101 (1948); section 9 of the Uniform Conditional 
Sales Act provides that conditional sales of goods for resale are void against purchasers 
in the ordinary course of business, thereby indicating that they are valid against all 
other parties. In support of this construction, see Thorne v. State Bank, 193 Wis. 97, 
[Thorne v. Webster] 213 N.W. 646 (1927). 
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this language can properly be held inconsistent with a conditional sale 
theory. In this sense, one may say that a conditional sale “cannot contain 
an after-acquired property clause,” and for this transaction the conditional 
sale is not a satisfactory security device. 

On the other hand, when the entire inventory sought to be financed 
(including additions and replacements) is to be obtained from a single 
financer-supplier, all such items may, if the parties desire, be shipped sub- 
ject to language of title retention. In a state such as Illinois where con- 
ditional sales need not be recorded in order to be effective against third 
parties,** a series of conditional sales can be as effective to retain title to 
an entire inventory as a chattel mortgage with an after-acquired property 
provision. If there are many individual sales in such a series, however, this 
procedure may present serious practical difficulties in a jurisdiction where 
each must be filed for record. 

One approach to these practical difficulties is as follows: Where filing 
of conditional sales is required, the instrument to be filed is usually desig- 
nated either as the “conditional sale contract” or a “writing evidencing” the 
title retention. A common method of meeting these requirements is to have 
the buyer execute at the time of delivery the equivalent of a bill of sale 
acknowledging receipt of the goods, reciting that title is retained in the 
seller, and stating the conditions on which title will pass. Also common, 
however, is a contract of sale obligating the seller to sell and the buyer to 
buy, and providing that upon delivery of the goods, title is to remain in 
the seller until the happening of prescribed conditions. The latter type 
of instrument can be executed before the actual delivery, and if this is done 
it provides for a security interest in property which the buyer does not yet 
own, and which possibly has not even come into existence. In this sense it 
has an “after-acquired property” effect which can be very useful if, for 
example, the buyer customarily places monthly or annual orders for his 
expected requirements with actual shipments to occur at intervals through- 
out the period. If such orders contained language of title retention, it might 
be possible to file each of them because they would be relatively few in 
number,?* even though there were so many separate deliveries pursuant to 
such orders that filing each time the debtor received goods would be im- 
possible. 

The principal problem under a procedure of this kind is to describe the 


33 Sherer-Gillett Co. v. Long, 318 Ill. 432, 149 N.E. 225 (1925). 

34 See, for example, Im re Chas. M. Ingersoll Co., 119 F. Supp. 868 (N.D. Ohio 1954), 
aff'd, 222 F.2d 120 (6th Cir. 1955). In support of the effectiveness of filing a contract 
for sale, as distinguished from a bill of sale, see National Cash Register Co. v. Lesko, 77 
Conn. 276, 58 Atl. 967 (1904); Emerson-Brantingham Implement Co. v. Lawson, 237 
Fed. 877 (S.D. Iowa 1916); McAusland v. Rieser, 82 N.J.Eq. 614, 90 Atl. 261 (1914); 
McLean v. McLean Stone Co., 19 Tenn. App. 249, 84 S.W.2d 1046 (1935); Sunel v. 
Riggs, 93 Wash. 314, 160 Pac. 950 (1916). But cf. Stevens Hardware Co. v. Bank of 
Byromville, 34 Ga. App. 268, 129 S.E. 172 (1925). 
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goods adequately, especially when they are not in esse at the time of the 
contract. Furthermore, by hypothesis in this article, the goods consist of 
items having no distinctive characteristics, such as serial numbers, by which 
one can be distinguished from another. The parties themselves may not 
know which items in a large stock were delivered under one order and 
which under another. In the case of a chattel mortgage, this problem is 
met by creating a lien on the entire stock (which can be adequately de- 
scribed as a mass) with additions and replacements being included auto- 
matically by virtue of an after-acquired property clause. If the theory 
underlying the security transaction is that of a conditional sale, the sup- 
plier’s argument must be that the goods delivered under the various sales 
contracts im fact constitute the entire stock, and that a hypothetical third 
party would have so discovered through inquiry suggested by the record. 
The suitability of a conditional sale as a device for obtaining inventory 
security therefore depends in large part on the way in which courts in the 
jurisdiction apply the familiar rule that a description is sufficient if it would 
suggest to a hypothetical third party a line of inquiry which would if pur- 
sued identify the property. The cases in many jurisdictions seem broad 
enough to support the above line of argument.*® 


Security for Purchase Price of Additions to Inventory 


If the descriptive requirements with respect to a stock where items 
cannot be individually identified are to be met in the manner just described, 
it must never be necessary to relate a particular part of the stock to a par- 
ticular. part of the indebtedness (except in some arbitrary way suitable for 
accounting and policing purposes, such as a “first-in first-out” system). 
This, of course, presents the second problem encountered in connection 
with chattel mortgages, namely, making the inventory as a whole stand as 
security for the purchase price of additions and replacements. In the case 
of chattel mortgages this was seen as the problem of future advances. 

The distinctive feature of a conditional sale is retention of title in the 
seller until certain conditions have been fulfilled. In the retail financing 
context in which conditional sales are most frequently used, the “condi- 
tion” is normally payment of the purchase price of the item sold. The 
question presented is whether other conditions governing passage of title— 
e.g., the payment of all indebtedness now owing or hereafter arising—can 
be validly imposed. 

There is nothing in the theory of conditional sales restricting the 
condition to payment of the price. Section 20 of the Uniform Sales Act, 
on which the law of conditional sales rests in some states, including IlIli- 
nois,°* contains the broad language that the seller may by the terms of the 


35 See, e.g., Jackson City Bank & Trust Co. v. Blair, 333 Mich. 399, 53 N.W.2d 493 
(1952); In re Chas. M. Ingersoll, supra note 34. 


36 Sherer-Gillett Co. v. Long, supra note 33. 











ee ee 


AEP ORG ERTIES DAN 





2 Ay TATOO 


a ae ee eee 


EEE ESET SR SAE NIE! 


acca 





Pega RRL AE es ee a a me Se 


pe 





568 CHATTEL SECURITY TRANSACTIONS — [Vot. 1956 


contract reserve the right of possession or property in the goods “until 
certain conditions have been fulfilled.” Section 1 of the Uniform Condi- 
tional Sales Act affirmatively recognizes the possibility of other conditions.%* 

While this question has not been frequently litigated, there is case 
support for the proposition that the parties can name their own conditions.** 
Items conditionally sold into a stock of goods over a period of time have 
been allowed to stand as security for the aggregate purchase price.®® Cases 
opposing this point of view appear responsive to particular statutory pro- 
visions,*® or to theories or statements of policy peculiar to the jurisdiction 
involved.*! 


Conditional Sale as an Inventory Security Device: Summary 


On the basis of the foregoing, it can be said that where a single supplier 
is to be the sole source for a retailer’s inventory of a particular type of 
item, a conditional sale may be a suitable inventory security device: 


(a) if there is no filing or recording requirement, and if (1) the fact that 
the goods are for resale is not fatal, and (2) the “condition” may 
validly be something more than payment of the purchase price, or 

(b) if there is a filing requirement, but (1) it is possible to limit the orders 
under which goods are shipped to a number which it is practical to 
file separately, (2) the descriptive requirements can be met as above 
described,*? and if the conditions in (1) and (2) in (a) above are 
present. 


But what if it is not possible to limit the number of orders so that filing 
each one is feasible? What would be the effect of filing an instrument 
which prescribed the terms and conditions for the sale of goods to be 
ordered in the future? Suppose this instrument provided that title to all 
such goods would be retained until the aggregate purchase price of all 
such goods had been paid. From the standpoint of constructive notice, 
this would tell a third party all that the filing of a series of conditional sales 
would tell him—namely, that the buyer’s inventory stands as security for 
the amount owing from time to time on the purchase price of items coming 


87“TIn this Act ‘Conditional sale’ means (1) any contract for the sale of goods 
under which possession is delivered to the buyer and the property in the goods is to vest 
in the buyer at a subsequent time upon the payment of part or all of the price, or upon 
the performance of any other condition or the happening of any contingency;....” 
Unirorm ConpiTionat Sates Act § 1. (Emphasis added.) 

38 In re Halferty, 136 F.2d 640 (7th Cir. 1943); Webster Hall Corp. v. Continental 
Bank & Trust Co., 66 F.2d 558 (3d Cir. 1933). See also Southern Hardware & Supply 
Co. v. Clark, 201 Fed. 1 (5th Cir. 1912) (provision that title retained until sums other 
than purchase price had been paid held not to convert contract into chattel mortgage). 

89 In re Chas. M. Ingersoll Co., supra note 34. 

40 Dunn v. Archer, 150 Tenn. 440, 265 S.W. 678 (1924). 

#1 Bucyrus-Erie v. Casey, 61 F.2d 473 (3d Cir. 1932). 


42 See discussion at p. 566 supra. 
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into it. The difficulty, of course, is to show that it meets the technical 
requirements of the applicable filing statute. Since such a contract would 
not itself provide for the sale of any particular goods (or evidence the fact 
that such a sale had taken place), it might not be regarded as “evidencing” 
a conditional sale or as constituting a “sales” contract. While there is at 
least one case which appears to uphold this kind of a contract,* it is an 
innovation whose validity is far from assured. 


FACTOR’S LIENS 


The factor’s lien has the virtue of being designed for a type of inven- 
tory financing—namely, the financing of textile manufacturers on the 
security of their raw materials, goods in process, and finished goods. This 
function has customarily been performed by a specialized kind of lender 
who calls himself a “factor.” While he is the direct descendant of the nine- 
teenth century commission agent whose name he retains, the activities and 
functions of a modern textile factor now relate entirely to credit, primarily 
with respect to accounts receivable but also with respect to inventory 
loans.“ +The first Factor’s Lien Law, adopted in 1911 in New York where 
most “old line” textile factors are located, responded to the peculiar needs 
of this specialized financer.*® Since 1938, however, Factor’s Lien Laws 
have been passed in twenty-three states and Puerto Rico,*® in most cases 
specifically defining the term “factor” to include not only traditional textile 


48 Bradley, Clark & Co. v. Benson, 93 Minn. 91, 100 N.W. 670 (1904). 

44 The evolution of the modern factor and of the factor’s lien device is a fascinating 
illustration of business vision and legal resourcefulness, but has been thoroughly covered 
elsewhere. See Skilton, The Factor’s Lien on Merchandise—Part I, 1955 Wis. L. Rev. 
356, 367-377; Steffen and Danziger, The Rebirth of the Commercial Factor, 36 Cotum. 
L. REv. 745 (1936); Silverman, Factoring: Its Legal Aspects and Economic Justification, 
13 Law & Contemp. Pros. 593 (1948). 

45.N.Y. PersonaL Property Law § 45. 


46 The date in brackets is the date the factor’s lien act was passed. Ala. Gen. Laws 
1947, Act 270, at 111; Conn. Gen. Strat. §§ 7256-7264 (1949), as amended by Conn. Acts 
1955, P.A. No. 185 [1945]; Dex. Cope tit. 25, §§ 3301-3310 (1953) [1947]; ILL. Rev. Srat. 
c. 82, §§ 102-112 (1955) [1955]; Ind. Laws 1955, c. 167; Matne Rev. Start. c. 181, §§ 1-11 
(1954), as amended by Maine Laws 1955, c. 25 [1945]; Mp. Cope ANN. art. 2, §§ 21-29 
(1951) [1945]; Mass. Laws 1945, c. 255, §§ 40-47, as amended by Mass. Laws 1947, c. 273, 
as further amended by Mass. Laws 1950, c. 454; MicuH. Comp. Laws §§ 570.501-.512 
(1948) [1947]; Munn. Stat. §§ 514.80-.91 (1953) [1947]; Miss. Laws 1956, c. 228; Mo. REv. 
Stat. §§ 430.260-.320 (1949) [1945]; N.H. Rev. Srat. ANN. c. 446 (1955) [1943]; N.J. 
Laws 1942, c. 182, as amended by N.J. Laws 1944, c. 76; N.C. Gen. Star. c. 44, §§ 44-70 
to -76, as amended by N. C. Sess. Laws 1955, c. 386 [1945]; Onto Rev. Cope §§ 1311.59-.64 
(1953) [1945]; Puerto Rico Acts 1954, No. 86, at 432; R. I. Gen. Laws c. 447 (1938), as 
amended by R.I. Pub. Laws 1952, c. 3033, § 1 [1938]; S.C. Cope §§ 45-401 to -410 (1952) 
[1938]; Tenn. Cone §§ 64-1801 to -1807 (1955) [1953]; Texas Gen. & Spec. Laws 1947, 
c. 180, as amended by Texas Gen. & Spec. Laws 1955, c. 173; Vr. Srat. tit. 12, c. 129 
(1947) [1947]; Va. Cope §§ 55-143 to -152 (1950), as amended by Va. Laws 1956, c. 
602 [1944]; W.Va. Laws 1945, c. 82, as amended by W. Va. Laws 1955, c. 101; Wis. 
Stat. § 241.145 (1953) [1951]. 
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factors but most other commercial lenders as well. These acts are by no 
means uniform, but the character of lien for which they each provide is 
essentially the same. 


General Characteristics of Factor’s Lien 


Under all of the acts a financer wishing to use a borrower’s inventory 
as security begins by entering into a written agreement indicating generally 
the inventory that will be covered by the lien, the existing or contemplated 
indebtedness that is to be secured, and the period of time during which ad- 
vances will be made. The agreement might be expected also to cover such 
matters as the rights of the financer in the event of default. About half the 
acts, including the New York act, provide that “if so provided” in such an 
agreement, 


“all factors . . . shall have a continuing general lien upon all goods 
and merchandise from time to time consigned to or pledged with them, 
whether in their constructive, actual or exclusive occupancy or posses- 
sion or not... .” 47 


Most of the remaining statutes, including the Illinois act, say substantially 
that if the agreement so provides, the factor 


“shall have a continuing lien [or in some states, ‘a lien’] upon such 
merchandise of the borrower as is from time to time after the execution 
of said written agreement designated in one or more separate written 
statements dated and signed by the borrower and delivered to the fac- 
tor, .. . without such merchandise being taken into the constructive or 
actual possession or custody of the factor. .. .” 48 


Both versions provide that “such liens shall be valid” from the time a notice 
is filed with the public officer designated in the act, usually the recorder 
of the county where the inventory is to be located. The notice to be filed 
is similar to a Notice of Trust Receipt Financing. It names both parties, 
indicates the period during which loans may be made under the basic 
agreement, and describes the “general character” of the goods. At one 
time many states also required that a sign be posted on the borrower’s 
premises identifying the factor. This requirement has now been eliminated 
in all but two states.* 

A possible construction of the language quoted above is that new 
acquisitions are not brought under the lien until an instrument has been 
executed purporting to “consign or pledge” the goods under statutes of 
the New York type or simply to “designate” the goods under statutes of 
the Illinois type. The execution of such instruments might be inconvenient 


47N.Y. Personat Property Law § 45. (Emphasis added.) 
48 Trt. Rev. Stat. c. 82, § 104 (1955). (Emphasis added.) 
49 Missouri and New Jersey. 
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if acquisitions were frequent but since they would not have to be filed for 
record, some workable procedure could no doubt be worked out. Another 
alternative procedure under this construction would be to execute periodic 
statements covering acquisitions during, for example, the preceding month. 
If acquisitions are not under the lien until the execution of such a state- 
ment, however, this would mean that an unidentifiable portion of the in- 
ventory would be uncovered most of the time. 

The only litigation in this connection has been under statutes of the 
New York type. It at first appeared that under the New York act (as it 
read in 1934), the execution of separate instruments or the performance of 
some other act “consigning or pledging” new acquisitions was essential.°° 
However, more recent cases indicate that, at least in New York 5! and New 
Hampshire,®? the “consignment or pledge” can be accomplished in advance 
by the basic agreement and will be effective automatically as goods come 
into inventory. Even if the basic agreement provides for the execution of 
periodic listings of additions, these will be regarded as “mere administrative 
provisions for the benefit of” the financer of which the debtor and his 
creditors may take no advantage.*8 

From the practical and policy standpoint these decisions state a desirable 
rule. While for his own information a financer must require some sort of 
periodic information as to the size and value of the inventory, including 
new acquisitions into it and sales out of it, no good purpose is served by 
requiring such statements as a condition to bringing new acquisitions under 
the lien. It should be noted that such a requirement does not contribute 
to the identification of the goods subject to the lien because the goods 
enumerated in any such instrument are immediately mingled with other 
goods of a similar nature. In fact, in the kind of manufacturing situation 
for which the act was designed, raw materials acquired shortly lose their 
identity altogether as they are transformed into goods in process and 
finished goods. 

Unfortunately, the language of statutes of the Illinois type seems less 
susceptible to this construction. In the face of the provision that the goods 
are to be designated in “one or more separate” statements “dated and signed” 
and that these are to be executed “from time to time after” the original agree- 
ment, it is hard to argue that the original agreement can itself accomplish 
the whole job. It may be, however, that even under this language, periodic 
statements could be executed covering expected deliveries for a certain 
limited future period rather than actual deliveries during a period just 


50 Irving Trust Co. v. Commercial Factors Corp., 68 F.2d 864 (2d Cir. 1934). 

51 Jn re Comet Textile Co., 15 F. Supp. 963 (S.D.N.Y. 1936), aff'd, 91 F.2d 1008 
(2d Cir. 1937). 

52 Manchester Nat’l Bank v. Roche, 186 F.2d 827 (1st Cir. 1951); Colbath v. 
Mechanicks Nat’l Bank, 96 N.H. 110, 70 A.2d 608 (1950). 

58 Colbath v. Mechanicks Nat'l Bank, supra note 52. 
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ended. The acts provide that the lien shall be valid from the time of filing 
notice, 


“whether such merchandise shall be in existence at the time of the 
execution of the written agreement providing for the creation of the 
lien or at the time of filing such notice or shall come into existence 
subsequently thereto or shall subsequently thereto be acquired by the 
borrower.” 54 


If “the written agreement providing for the creation of the “lien” can be 
construed as having reference to the statement “designating the goods,” 
such a result is possible. This would permit the convenience of periodic 
statements without the hazard of leaving recent acquisitions uncovered 
until the end of the period. 

Whether or not new acquisitions must be individually designated to 
be brought under the lien, it is clear that once under the lien they stand as 
security for any indebtedness of the kind specified in the basic agreement, 
regardless of when such indebtedness arises. The acts typically provide 
that the lien shall secure the factor for 


“all his loans and advances to or for the account of the borrower, to- 
gether with interest thereon, and also for the commissions, obligations, 
indebtedness, charges, and expenses properly chargeable against or due 
from said borrower, and for the amounts due or owing upon any notes 
or other obligations given to or received by the factor for or upon 
account of any such loans or advances, interest, [etc.]. .. .” 55 


The amounts secured can include even contingent obligations such as that 
of one who has assigned chattel paper “with recourse.” 56 


Applicability of Factor’s Lien Laws 


The greatest variation among the Factor’s Lien Laws concerns the 
situations in which they can be used. In the first place, the definition of 
the term “factor” refers to one who “advances money on the security of 
merchandise, whether or not employed to sell such merchandise.” Could 
one whose “advances” consist of supplying goods with payment of the 
purchase price deferred be regarded as “advancing money”? If not, it would 
appear that, like trust receipts,5” factor’s liens may be availed of only by 
third-party financers and not by suppliers, a discrimination which is difficult 
to justify. There are other limitations peculiar to particular acts. Thus, 
some may be used only where the borrower is a manufacturer or proces- 
sor.58 Others, including the Illinois Factor’s Lien Act, are available only 


54TrL. Rev. Strat. c. 82, § 104 (1955). 

55 Ibid. 

56 In re Frederick Speier Footwear Corp., 129 F. Supp. 434 (D. Conn. 1955). 
57 UntrorM Trust Receipts Act § 1. 

58 Michigan, North Carolina, Vermont, Virginia, West Virginia. 
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where the borrower is a manufacturer or wholesaler as distinguished from 
a retailer.5® Still others contain no limitation based on the borrower’s busi- 
ness, but exclude certain types of consumer goods such as automobiles, 
refrigerators, stoves, radios, and “other electrical or mechanical household 
or industrial equipment.” ® 


Validity and Priority of Factor’s Lien 
In most states, including Illinois, Factor’s Lien Acts provide that: 


(1) The lien is “valid from the time of filing the notice;” ® 

(2) This is so even though the goods are acquired by the borrower or even 
come into existence after execution of “the written agreement provid- 
ing for the creation of the lien” and after filing; ® 

(3) The notice “shall be effectual from the time of filing as against all claims 
of unsecured creditors of the borrower and as against subsequent liens 
of creditors” except artisans who acquire common-law or statutory 
liens by reason of work done on the goods.® 

It is also provided that when merchandise is “sold in the ordinary course 

of business of the borrower,” the lien terminates whether or not the pur- 

chaser has knowledge thereof. In some states it is specifically provided 

that upon such sale the lien attaches automatically to the proceeds. 

The foregoing language clearly provides that the factor’s lien is valid 
against creditors who did not obtain a lien by legal or equitable process 
before the filing of the statement.® Unfortunately, it is not so explicit as 
to priority over such parties as mortgagees, pledgees, and entrusters under 
the Trust Receipts Act. However, the specific reference to the rights of 
purchasers in the ordinary course of business would appear to presuppose 
that the factor would have priority over all other “purchasers,” including 
those just mentioned. Clearly, whatever priority the factor has dates from 
the time of filing in view of specific language to that effect. 

If anyone is to have a general lien on a stock of inventory, individual 
units of which are not susceptible of identification, he must have priority 
as against all others. If it is possible for another lender to achieve a superior 
interest in any items therein, it immediately becomes necessary to identify 
those items. Stated another way, if the first lender cannot say he has a 
lien on the entire stock, there is no way to describe what he does have. 


59 T]linois, Indiana, Mississippi, Tennessee. 

60 Rhode Island, South Carolina (Automobiles alone are excluded in Ohio and 
Wisconsin.) 

61IpL, Rev. Strat. c. 82, § 104 (1955). 

62 Tbid. 

63 Jd. § 107. 


64 Jd. §§ 104, 107. 
65 Colbath v. Mechanicks Nat’l Bank, 96 N.H. 110, 70 A.2d 608 (1950); In re Comet 
Textile Co., 15 F. Supp. 963 (S.D.N.Y. 1936), aff'd, 91 F.2d 1008 (2d Cir. 1937). 





LU ATA Man UPAR AOE Se clot 


ROR A CAIN Mime ANEINL 


Dirk eons 


ee ee ee 


es 





MIE IRL S SY  EUEEIID POE LOLES LELPEELELD EMIS S EO IRE LTE AIRE SOI NO NIB AE Stet Oe NE UE TN 











574 CHATTEL SECURITY TRANSACTIONS _ [VoL. 1956 


Thus, where this type of inventory is concerned, it is impossible for two 
financers both to have a first lien on any part thereof. This is not to say 
that, for example, a retailer handling both hardware and farm implement 
parts might not use one financer for the hardware and another for the 
parts. It is to say that either one of these inventories must, for security 
purposes, be recognized as a single chattel, and only one party at a time 
can have a first lien on it. It is essential, therefore, that a statute like the 
Factor’s Lien Act which provides for a general “floating lien” must give 
the holder of the lien priority over all rivals from the time of filing. 

This is in sharp contrast to the problem under a statute like the Trust 
Receipts Act tailored to the financing of items which can be handled in- 
dividually. It is quite feasible for an automobile dealer to finance car A 
through one financer and car B through another. Thus, it was held in 
Donn v. Auto Dealers Investment Co.,® that priority under the Trust Re- 
ceipts Act belongs to the one who makes the first advance on a particular 
chattel rather than the one who files first.6* As it has been pointed out, such 
a rule does not result in a financer having to make continual rechecks of 
the record before making new advances because he assures himself that he 
is the first lender by controlling the transaction whereby the buyer acquires 
the goods. On the other hand, it avoids giving a competitive advantage to 
the financer who was so fortunate as to have the first statement on file. 

If a factor’s lien arrangement were set up with an automobile dealer, 
the rule of the Donn case might result in the factor having priority over 
an entruster extending credit after the date on which the factor’s lien state- 
ment was filed, regardless of when the Notice of Trust Receipt Financing 
was filed (since the entruster’s priority dates from the time of his advance). 
On the other hand, it might be argued that a purchase money interest under 
the Trust Receipts Act should be given priority even over the factor’s lien 
despite the Donn case on the theory that the debtor received the property 
subject to the purchase money encumbrance and therefore was unable to 
grant a prior factor’s lien. But, if this latter rule is followed, the usefulness 
of the factor’s lien in the case of the inventory which cannot be handled 
on an individual item basis is limited because the financer must be in a 
position to identify those items as to which someone else may have a pur- 
chase money interest. He would then be secure under only two conditions: 
(1) if he is the only financer with a filing (to be sure of which he would 
have to make continual examinations of the record), or (2) if he controls 
the transactions by which new inventory is acquired to the extent that no 
one else can finance any purchases thereof. And if the special priority of 
purchase money interests should also apply in the case of two competing 
factor’s lien holders, a chaotic priorities situation could result.®* 


66 385 Tl. 211, 52 N.E.2d 695 (1944). 
87 See Kripke, Inventory Financing of Hard Goods, infra p. 580, at 588. 
68 Compare the situation discussed at p. 564 supra. 
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Both the floating lien type of security typified by Factor’s Lien Laws 
and the “purchase money interest” type of security typified by the Trust 
Receipts Act have an important place in the economy. There are some 
situations where the parties and the economy generally will be best served 
by handling items individually and others where it is essential that entire 
inventories be handled as a unit. Yet it is plain that they are to some extent 
incompatible if they are both attempted by different financers with respect 
to the same inventory. Perhaps this is one reason why in some states the 
Factor’s Lien Law is restricted to the financing of manufacturers and whole- 
salers, thus making it inapplicable in areas where the Trust Receipts Act is 
now being used. This is using an ax to do the job of a scalpel, however, 
and has the unfortunate effect of making the Factor’s Lien Law unavailable 
to the many kinds of retailers whose inventory is not susceptible to trust 
receipt financing. 


Comparison with the Uniform Commercial Code 


Two of the most important virtues of article 9 of the proposed Uniform 
Commercial Code are that it reconciles these two devices and that it clarifies 
the priorities among secured lenders which are now clouded with doubt. 
The Code would do away with the traditional categories, such as conditional 
sale, chattel mortgage, trust receipt, and factor’s lien. It does recognize, 
however, that in the case of inventory financing there is a place for a type 
of security interest where priority depends upon who makes the purchase 
money advance and also a place for a type of security interest where prior- 
ity depends upon who files first. It leaves the choice up to the parties. 

This is accomplished by providing that priority dates ordinarily from 
the time of filing a financing statement similar to a Notice of Trust Receipt 
Financing or Factor’s Lien Statement,” and up to this point the Code is 
similar (though preferable because more explicit) to factor’s lien legisla- 
tion. It is further provided, however, that if a second financer shall notify 
the first filer that he intends to make purchase money advances with respect 
to future acquisitions by the deLcor, then to the extent that he does ma ° 
such advances, he has priority.71 Thus, if a financer feels that the items in 
a particular inventory can be handled individually, he can, by notifying 
other financers, in effect put all financing of that borrower on a purchase- 
money, trust-receipt type basis. On the other hand, a party who thought 
he had a floating lien on that inventory can be confident of his position, 
even as against purchase money parties, unless and until he receives actual 
notice from a competitor. 


69 For another discussion of Factor’s Lien Laws, see: Fechteler, The Factor’s Lien 
Statutes, The Business Lawyer, April, 1956, p. 60. 
70 UnirorRM COMMERCIAL Cope (as modified by Supp. No. 1) §§ 9-312(5), 9-402. 


7 Jd. § 9-312(3). 
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“FLOATING LIENS” IN BANKRUPTCY 


Any type of inventory lien which automatically attaches to new acqui- 
sitions in order to secure an aggregate indebtedness involves certain special 
considerations in connection with the Bankruptcy Act. The basic rights of 
a trustee in bankruptcy, as provided by section 70(c),” are those of a 
hypothetical creditor who at the date of the bankruptcy could have ob- 
tained a lien by legal or equitable proceedings. The financer’s interest by 
virtue of a factor’s lien and in some states by virtue of an after-acquired 
property clause in a chattel mortgage would meet this test. Section 60 of 
the Bankruptcy Act," however, provides further that the trustee can avoid, 
under certain circumstances, interests of third parties which are deemed to 
be “preferences.” A “preference” is defined to be a “transfer for or on 
account of an antecedent debt” made while the debtor was insolvent and 
within four months of the filing of the bankruptcy petition.7* Any such 
transfer is voidable as against the trustee if at the time thereof the recipient 
had reasonable cause to believe that the debtor was insolvent.” 

A debtor who executes a chattel mortgage purporting to cover after- 
acquired property or an agreement creating a factor’s lien (at least under 
statutes of the New York type where goods are automatically brought 
under the lien when acquired without further act by the parties) “transfers” 
at the time of such execution all the rights he will ever transfer to the 
future acquisitions.** On the other hand, until the goods are acquired by 
the borrower, there is no specific property against which the creditor can 
assert these rights. As to any indebtedness incurred before the debtor ac- 
quires a given item,”? the question presented is whether the interest which 
the creditor must assert in the bankruptcy proceedings was “transferred” 
as of the time of execution of the contract (i.e., the time when the debtor 
parted with his rights) or at the time the goods were acquired by the debtor 
(i.e., at the time these rights could first be asserted against particular prop- 
erty by the creditor). In the situations above referred to, state law regards 


72 30 SraT. 565 (1898), as amended, 11 U.S.C.A. § 110(c) (1953). 

7330 Srat. 562 (1898), as amended, 11 U.S.C.A. § 96(a) (Supp. 1956), and 11 
US.C.A. §§ 96(b)-(e) (1943). 

74 Tbid. 

® Tbid. 

76 A construction of the Factor’s Lien Acts under which the lien agreement is 
regarded as an immediate pledge of a future interest is supported by In re Comet 
Textile Co., 15 F. Supp. 963 (S.D.N.Y. 1936), aff'd, 91 F.2d 1008 (2d Cir. 1937), and 
Colbath v. Mechanicks Nat’l Bank, 96 N.H. 110, 70 A.2d 608 (1950). See also Man- 
chester Nat'l Bank v. Roche, 186 F.2d 827 (1st Cir. 1951). Compare the earlier con- 
struction, rejected in these cases, of Irving Trust Co. v. Commercial Factors Corp., 68 
F.2d 864 (2d Cir. 1934). 

77 As to the purchase price of the item itself, and any other indebtedness incurred 
either concurrently with acquisition of the item or subsequent to such acquisition, there 
is no problem because in any event the transfer does not postdate the creation of the 
debt. 

















Winter] “FLOATING LIENS” IN INVENTORY FINANCING 577 


as presently effective a transfer of a future interest. (To say that when the 
goods come into the debtor’s possession, the creditor’s rights to them are 
deemed to have been created as of the day of execution, or that the factor’s 
lien is “valid” from time of filing whether the goods were then in the 
debtor’s possession or not, is but another way of stating this fact. It is in 
no sense an attempt to say that by fiat, something is “deemed” to have 
happened which in fact has not happened.) The question is whether such 
a clearly articulated state rule that a given event constitutes an effective 
transfer of rights will be respected by a bankruptcy court.*8 

A transfer of an interest, made on a given date and immediately effec- 
tive under state law, will be “deemed” (in bankruptcy) to have occurred 
on some other date only if the Bankruptcy Act specifically so provides. 
Section 60(a)(2) performs this function in certain situations. It provides 
that a transfer shall be deemed to have occurred only when it has been so 
far perfected that it would have been effective against a creditor acquiring 
a lien by legal or equitable proceedings on a simple contract.”® This sec- 
tion has no effect on after-acquired property situations, however, where 
the problem is not one of prompt perfection. If under state law, after- 
acquired property interests are valid without further act by the creditor, 
there is no time when the hypothetical creditor of section 60(a)(2) could 
acquire superior rights. 

If the trustee is to be armed with the fiction that a transfer of a future 
interest has no present effectiveness, it must therefore be by virtue of sec- 
tion 60(a) (6).8° This section states as a policy that: 


“The recognition of equitable liens where available means of perfect- 
ing legal liens have not been employed is hereby declared to be contrary 
to the policy of this section.” 


In implementing this policy it is provided that if applicable law requires 
“overt action” as a condition to “full validity against third persons other 
than a buyer in the ordinary course of trade,” a transfer which results in 


78 While Irving Trust Co. v. Commercial Factors Corp., supra note 76, held that 
the attachment of a factor’s lien to goods acquired by the debtor after knowledge of 
insolvency and within four months of bankruptcy constituted a preference, it did so 
on the basis of a construction of the Factor’s Lien Law under which the lien agreement 
was not regarded as an immediate transfer of a future interest. Where this construction 
is rejected (see note 76 supra), the Irving Trust Co. case is no longer applicable. Cf. 
Irving Trust Co. v. Lindner & Bros., Inc., 264 N.Y. 165, 190 N.E. 332 (1934), where it 
was held that under the New York act as it stood in 1934 a factor had to comply with 
the filing and sign-posting requirements even though he got actual possession of the 
merchandise unless he was a traditional common-law selling agent-factor (a construction 
now expressly avoided by the statute). Since the factor had not done this, and was not 
a selling agent, his lien was held a preference as to goods taken into possession within 
four months of bankruptcy. It is clear, however, that if the posting requirements had 
been met, the lien would have been held to be ot preferential. 


79 30 Srat. 562 (1898), as amended, 11 U.S.C.A. § 96(a)(2) (Supp. 1956). 
80 30 SraT. 562 (1898), as amended, 11 U.S.C.A. § 96(a)(6) (Supp. 1956). 
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“only an equitable lien” is not perfected until such overt action has been 
taken. This section should have no application to factor’s liens. Certainly, 
the creditor’s interest under such a statute is in no sense an “equitable” as 
distinguished from a “legal” lien, and there is clearly no overt action which 
the creditor must or can take to protect himself against third parties. 

It would appear, therefore, that while the question remains unsettled, 
the Factor’s Lien Act provision that the lien shall be “valid” from the time 
of filing whether the goods are in the debtor’s possession or not (i.e., that 
the transfer occurred when the debtor parted with his rights) should be 
effective in bankruptcy. In the case of chattel mortgages, the issue should 
be the same if the state law gives validity from the time of execution 
of the mortgage without further act of the parties. In the application of 
section 60(a)(6), it ought to be clear that the issue is whether or not an 
“overt act” is necessary for validity against third parties rather than whether 
or not the mortgagee’s interest is described as an “equitable lien.” *" 


Section 9-108(2) of the Uniform Commercial Code provides that: 


“Where a secured party makes an advance, incurs an obligation, re- 
leases a perfected security interest, or otherwise gives new value which 
is to be secured in whole or in part by after-acquired property his 
security interest in the after-acquired collateral shall be deemed to be 
taken for such new value and not as security for a pre-existing claim 
if the debtor acquires his rights in such collateral either in the ordinary 
course of his business or under a contract of purchase made within a 
reasonable time after the making of the security agreement and pursuant 
thereto.” &? 


There have been some expressions of doubt as to the effectiveness of this 
provision on the grounds that it conflicts with the policy of the Bankruptcy 
Act.83 The issue is no different than that presented by the Factor’s Lien 
Acts, although perhaps the language of the Factor’s Lien Act that the 
lien “shall be valid from the time of filing” is semantically to be pre- 
ferred over the language “security interest shall be deemed to be taken,” 
as used in the Code. The latter language is so nearly like the language 
of section 60 that it is more easily characterized as an attempt to directly 
affect its policy. The language of the Factor’s Lien Acts, on the other hand, 
is more readily identifiable as simply an announcement that state law gives 
present effect to a transfer of a future interest. In neither case, however, 


81 Porter v. Searle, 228 F.2d 748 (10th Cir. 1955); and see Recent Case, 69 Harv. 
L. Rev. 1492 (1956). For further discussion of equitable liens in bankruptcy, see Com- 
ment, The 1950 Bankruptcy Amendment and Equitable Liens in Historical Context— 
Strict vs. Liberal Interpretation of Section 60(a)(6), 50 Nw. U.L. Rev. 541 (1955). 

82 UnirorRM COMMERCIAL Cope § 9-108(2) (Supp. No. 1 1955). 

83 See, e.g., Kupfer, Accounts Receivable, Trust Receipt, and Related Types of 
Financing Under Article 9 of the Uniform Commercial Code, 27 Temp. L.Q. 278, 281 
(1954). 
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should the provisions of the state law be considered in conflict with either 
the policy or language of the Bankruptcy Act.* 


CONCLUSION 


The importance, especially to small business, of some security device 
that can be fitted into an inventory financing program is apparent. It is 
hoped that this article helps demonstrate the inadequacy of present legal 
devices to meet this need. The Trust Receipts Act, while widely adopted, 
attacks only a portion of the problem. Even disregarding unfortunate 
quirks of draftsmanship, such as the one which makes it unavailable to 
supplier-financers as distinguished from third party financers, the Trust 
Receipts Act does not meet the needs of those who cannot deal with items 
individually. Factor’s Lien Laws, also fairly widely adopted, could be help- 
ful, but many such laws are not available to retailers. Where they are avail- 
able to retailers, there is much to be done to clarify the priorities they 
afford the lender and the relationship between them and trust receipts. 

The traditional legal concepts of chattel security are no doubt adaptable 
to inventory financing. It has been one of the purposes of this article to 
show that this is so. But concentration on the technical problems involved 
in applying these concepts obscures the essential point that such diverse 
financing problems as retail installment sales and inventory loans make dif- 
ferent demands on a security device. 

The Uniform Commercial Code not only recognizes these points but 
deals with them intelligently, and deserves careful and sympathetic con- 
sideration from the bar and from the business community. 


84 The purpose attempted to be accomplished by the preference sections is to pre- 
vent assets in the bankrupt’s estate which would otherwise be available to general 
creditors from being depleted on the eve of bankruptcy for the benefit of a favored 
creditor. After-acquired property clauses might appear to result in such depletion 
where they serve to increase the creditor’s security over what he originally accepted. 
This is not true in the case of inventory, however, where after-acquired property 
merely maintains the creditor’s security by replacing goods which have been sold. 
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INVENTORY FINANCING OF 
HARD GOODS 


BY HOMER KRIPKE * 


EVERY YEAR, in that wonder of the modern world, the American 
economy, hard goods valued in the billions of dollars move from the 
factories to the showrooms of dealers and distributors, and from them to 
the consumers. The prime example is, of course, the automobile. The 
next example is the group of major consumer appliances, both “white 
goods”—refrigerators, dish washers, clothes washers, dryers, ironers, stoves, 
etc.—and radio and television. The third, less well-known example, is 
machinery, such as road building and other construction machinery, machine 
tools, commercial refrigeration and display equipment, and other kinds too 
numerous to mention. 

The problem of financing this flow of goods falls into two categories. 
One is providing credit terms for the consumer so that he can pay for 
the goods as he uses them. This is “retail financing,” a problem dealt with 
in another article in this symposium.! The other problem is financing the 
dealer’s purchase of the goods from the manufacturer. This is “wholesale” 
or “floor plan” financing. In the case of automobiles and other major 
consumer articles, this problem is intense because—almost uniquely in 
American industry—the manufacturers of automobiles and consumers’ hard 
goods extend no trade credit and demand cash at the shipping point. Thus, 
trade credit, instead of being the normal means of financing a large part of 
working capital requirements for inventory as it is in other fields, plays 
no part in this step of distribution, and the burden of financing these 
working capital requirements falls on financial institutions. As a practical 
matter, it falls largely on those financing institutions that do the retail 
financing, because the dealer expects wholesale financing accommodation 
as a concomitant of the deal by which he arranges to sell his consumer 
retail paper. The problem is intensifying every year, not only as the price 
level rises, but also as the necessary floor stock increases with the prolifera- 
tion of models, two-tone combinations of colors for automobiles, and even 
colors in the goods which can no longer be called strictly “white goods.” 

In the industrial equipment field, while the factories extend credit of 
various kinds, factory credit frequently has a duration too short to move 
the relatively specialized piece of machinery. At the expiration of the 


* HOMER KRIPKE. A.B. 1931, J.D. 1933, University of Michigan; prac- 
ticed in Chicago, 1934-1938; Assistant Solicitor, S.E.C., 1939-1944; 
member of the bar, New York, Illinois, Ohio; Assistant General Coun- 
sel, C.1.T. Financial Corporation, New York, New York. 


1See Warren, Tools of Chattel Security Transactions in Illinois, supra p. 531. 
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factory credit period, the dealer must again resort to financing through a 
bank or other financial institution.” 

This article will discuss some of the legal problems that have developed 
in the financing of goods of the types mentioned. This financing has as 
its outstanding distinguishing feature the fact that the financing is extended 
in a fixed amount on each unit, with the expectation that the credit will 
be retired when the unit is sold.* In this respect, while the basic problems 
are identical, this type of financing and the legal problems related thereto 
differ from the form of financing dealers’ floor stocks of goods which are 
not readily susceptible of individual accounting and individual credit ex- 
tension, such as textiles and other work in process, stocks of parts, small 
appliances, etc. Some of the problems relating to the financing patterns 
that have developed for goods of these sorts are dealt with in Mr. Weeks’ 
article in this symposium.* 


I. TRUST RECEIPTS AND RELATED LEGAL STRUCTURES 
FOR INVENTORY FINANCING 


A. Central, General Filing 


The volume of inventory financing of the types to be discussed, and 
the frequency of sales of individual items, make it all but impossible to 
use legal mechanisms which call for individual filing of the lien documents, 
individual filing of satisfactions or releases, and formalities of execution 
such as the acknowledgments and affidavits which are required for chattel 
mortgages in many states. Moreover, apart from formalities, the chattel 
mortgage was an inadequate device for financing twentieth-century hard 
goods because it was encumbered with nineteenth-century rules developed 
in a different milieu, to the effect that a chattel mortgage on a stock of 
goods for resale was either conclusively fraudulent or presumptively fraudu- 
lent.5 


2 There is no single word in common use which could aptly substitute for the 
phrase “bank or other financial institution.” To avoid constant repetition of that phrase, 
the writer is going to use the term “financer,” a term once used in drafts of the Uniform 
Commercial Code but unhappily later abandoned by the draftsmen. 

3 This does not mean that the financing is short-term in economic effect. See 
Kripke, Current Assets Financing as a Source of Long-Term Capital, 36 Munn. L. Rev. 
506 (1952). 

4 Weeks, “Floating Liens” in Inventory Financing, supra p. 557. 

5See Cohen and Gerber, Mortgages of Merchandise, 39 Corum. L. Rev. 1338 
(1939). This is not to say that chattel mortgages are never used for inventory financing. 
They are so used, in states which do not have the Uniform Trust Receipts Act, and 
in states having the act in factual situations where the act does not fit. See pp. 585-88 
infra. Two states have central filing statutes for chattel mortgages on certain kinds of 
inventory. N.J. Rev. Stat. § 46:28-5.1; N.Y. Lien Law § 230-c. Colorado has a chattel 
mortgage statute with inventory mortgage provisions in total effect very similar to the 
Uniform Trust Receipts Act. Coro. Rev. Stat. §§ 20-2-1 to -12. 
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In response to the obvious need for simple forms of lien documents 
and expeditious legal techniques that ~ould meet the practical commercial 
problem, the National Conference of Commissioners on Uniform State 
Laws promulgated the Uniform Trust Receipts Act in the 1920’s, and that 
law has now been adopted in more than thirty states, including Illinois.® 
This statute was the prototype of all central filing statutes for chattels 
generally. All that is necessary for public notice is a single, simple “State- 
ment of Trust Receipt Financing” signed both by the dealer and the 
financer, identifying the parties, their addresses, and the general character 
of the goods to be financed.” The filing is good for one year, and validity 
may be continued for another year by a simple form of renewal. The 
Statement is filed with the Secretary of State and is good throughout the 
state,® and all problems as to necessity for refiling in the event of change 
of business address or of residence, or duplicate filing for multiple offices, 
are eliminated. Since there is no identification of individual articles or 
individual lien documents in the publicly filed Statement, there is no prob- 
lem of filing releases or satisfactions. 


B. Problems of Execution of Individual Lien Documents 


Even the simple filing procedure does not fully solve the problem of 
providing a legal mechanism adequate to meet commercial needs. There 
is still the question of the execution of individual lien documents, since 
goods are shipped to the dealer as frequently as once a week or even 
oftener. Must a dealer in an outlying community or neighborhood come 


6 The act will be cited herein as UTRA. In Illinois it appears as Inu. Rev. 
SraT. c. 121%, §§ 166-187 (1955); 28 Jones Inx. Strat. ANN. § 135.17 (Supp. 1949), with 
22 subdivisions corresponding to the 22 sections of the act. 

The UTRA is 30 years old. Considering the problems herein discussed from the 
point of view of principle, it will frequently be useful to refer to a much later uniform 
statute covering the same ground, the Uniform Commercial Code as promulgated in 
1952 by the National Conference of Commissioners on Uniform State Laws and the 
American Law Institute. The Code has been adopted in only one state, Pennsylvania, 
but the sponsors hope for its further adoption in other states. Whether or not it will 
be adopted further, it represents the very recent thinking of a substantial number of 
practicing lawyers and law teachers, and in its article 9 it adapts and modernizes the 
concepts of the UTRA. The Code as published in 1954 with certain 1953 amendments to 
the 1952 Final Draft is herein cited as UCC. A subsequent supplement officially pub- 
lished by the sponsors is herein cited as UCC Supp. No. 1. A major revision of the 
Code as recommended by its Editorial Board—Uniform Commercial Code, 1957 
Official Fdition—is herein cited as UCC 1957. 

For discussions of the UCC as it relates to the subject matter of this symposium, 
see Kripke, Article 9: Secured Transactions under the Uniform Commercial Code in 
Pennsylvania, 15 U. Pitt. L. Rev. 602 (1954); Kripke, The Modernization of Commercial 
Security under the Uniform Commercial Code, 16 Law & Coni...P. Pros. 183 (1951); 
BirNBAUM, SECURED TRANSACTIONS UNDER THE UniFoRM CoMMERCIAL Cope (A.L.I. 1954). 


7Untrorm Trust Receipts Acr § 13(2). 
8]d. §§ 13(4), 13(5). 
97d. § 13(1). 
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into the metropolitan area or the downtown business district to sign a trust 
receipt every time the financer is called on to pay the factory’s sight draft 
to which shipping documents are attached? If it is not necessary that he 
sign simultaneously with the advance of the funds, how soon must he do 
so? These are problems which trouble lawyers handling these matters, 
and little guidance is to be found in any reported cases. Perhaps the very 
absence of litigation on the question indicates that no meticulous formality 
and time schedule are necessary under the circumstances.!° 

In a situation in which the existing practice is not reflected in reported 
litigation, no generalization as to practice may be made with confidence. 
It is believed that there exists a substantial amount of experimentation with 
devices for simplifying this whole problem of signing individual lien docu- 
ments. One reported litigation shows that one of the major finance 
companies was using a form of “signatory authorization” under which, 
in substance, the employees of the lender were authorized to execute 
chattel mortgages in its favor, on behalf of a dealer-borrower. The rather 
strange opinion in the case goes off on other issues, but the court takes it 
for granted that this exercise of power is itself valid.11 There is no reason 
in principle why it should not be valid. While there are holdings that the 
obligee may not sign the obligor’s name to the obligation,!? in the “signatory 
authorization” it is an agent of the lender who is authorized to do so, and 
there is no rule precluding an agent from acting for both parties with the 
knowledge and consent of both. 

It should be clear, however, that the type of “signatory authorization” 
used can create a debt and lien no better than the borrower’s actual 
authorization to the lender 1% to pay for the borrower’s purchases. If a 
situation existed where the borrower had not ordered and accepted the 
goods, obviously the signing of the borrower’s name by the lender or his 
agent would give the lender no rights. Similarly, even if the borrower had, 


10The discussion here assumes that the trust receipt financing was arranged in 
advance, and the question considered is merely as to the timing of the signature of the 
trust receipt. Different questions are presented where the financing was not arranged 
in advance. See discussion p. 586 infra. 

11 Commercial Credit Corp. v. Davis, 117 F. Supp. 3 (W.D. Mo. 1953). For a 
similar use of a signatory authorization with trust receipts by a smaller finance company, 
see Commercial Credit Corporation v. General Contract Corporation, 223 Miss. 774, 79 
So. 2d 257 (1955). 

12 Hamilton v. Adams, 214 Ala. 440, 108 So. 1 (1926). See note 15 infra. 

13Tn this article, for convenience, the “entruster” under the UTRA is sometimes 
referred to as a lender, and the “trustee” is sometimes referred to as a borrower. It has 
sometimes been questioned whether the advance of funds by entruster for the trustee 
in three-party financing constitutes a loan or whether it might fall into some other legal 
pigeonhole. This question might be of some practical importance in various contexts, 
such as usury. Cf. discussion p. 589 infra. No opinion is expressed on the question of 
classification herein, and the terms “lender” and “borrower” are used solely as a matter 
of convenience. 
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in fact, orally authorized the financing and the signature but never received 
the goods and repudiated his contract, the lender would be involved in a 
factual issue as to veracity—certainly a rare position for experienced 
lenders to be in. 

Another possibility inadequately explored in the reported cases, but 
one which offers interesting possibilities for simplification in this field, is 
the provision of the UTRA that an agreement to give a trust receipt is a 
trust receipt.14 This suggests that an underlying agreement, defining the 
rights of the parties on each financing transaction, should have the same 
effect as execution of individual trust receipts for each transaction.1> There 
would seem to be no reason why the parties could not reach such an under- 
lying agreement, with the terms thereof becoming applicable to individual 
transactions upon being made applicable by informal memoranda of the 
parties or perhaps merely by the lender financing a particular shipment 
and the borrower evidencing his acquiescence by accepting the goods. 


C. Trust Receipt Financing as Purchase-Money Financing 


Without deprecating the far-reaching achievements of the UTRA, it 
may be said that the act is still limited in its effectiveness by the inability 
of the draftsmen in the 1920’s to break out of their conceptualistic thinking. 
Was the trust receipt just another name for a chattel mortgage or a con- 
ditional sale contract? If so, how could one justify a far less stringent set 
of rules as to execution formalities and filing requirements? If it was not 
just another name for the same thing, how did it differ? 1* Out of thinking 


14 Unirorm Trust Receipts Act § 4(1). See C.1.T. Corp. v. Commercial Bank, 64 
Cal. App. 2d 722, 149 P.2d 439 (1944). 

15 Compare Crow v. Carter, § Ind. App. 169, 31 N.E. 937 (1892), which holds that 
the rule that the obligee may not sign the obligor’s name (see discussion at p. 583 supra) 
does not apply where no written instrument is required to evidence the obligation. 
There is probably an implied rejection sub silentio of the suggestion made in the text 
in Crusoe v. Associates Discount Corporation, 129 F. Supp. 598 (N.D. Fla. 1955), which 
holds to be invalid trust receipts executed by a person who had ceased to be an officer 
of the dealership. 

16The courts struggled with these questions in Commercial Discount Co. v. 
County of Los Angeles, 16 Cal. 2d 158, 105 P.2d 115 (1940); Chichester v. Commercial 
Credit Co., 37 Cal. App. 2d 439, 99 P.2d 1083 (1940); Wenzel v. Gorman, 350 Ill. App. 
260, 112 N.E.2d 494 (1st Dist. 1953) (abst. dec.); Associates Discount Corp. v. C. E. Fay 
Co., 307 Mass. 577, 30 N.E.2d 876 (1941); Handy v. C.1.T. Corp., 291 Mass. 157, 197 
NE. 64 (1935); Walton v. Commercial Credit Co., 68 S.D. 151, 299 N.W. 300 (1941). 
In Barrett v. Bank of the Manhattan Co., 218 F.2d 763, 765 (2d Cir. 1954), Learned 
Hand, C.]J., said: 

“....In Moors v. Kidder, 106 N.Y. 32, 12 N.E. 818, the validity of such a receipt 
had, it is true, the assent of only four out of the seven judges of the Court of Appeals 
and they based their ruling upon the purely verbal distinction that ‘title’ did not pass 
to the buyer, unlike a chattel mortgage. With deference we cannot understand how that 
difference could ever have been thought to disguise the patent character of the trans- 
action as an unrecorded chattel mortgage; but as a prophetic step in advance, experience 
has amply justified it, for thirty states and two territories have passed the Act.” 
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of this type arose the definitions in the UTRA designed to indicate how 
the trust receipt differed from a chattel mortgage or conditional sale 
contract.!? 

With this formalism, the act took one step but not a second step 
necessary to free the trust receipt device from conceptualism. A common- 
law trust receipt had been thought not to be valid unless the passage of the 
“title” was so guarded that it never reached the buyer-dealer-trustee before 
it reached the financer-entruster.1* In other words, the transaction was 
thought of as a three-party transaction in which title passed from the 
manufacturer-seller to the financer-entruster in exchange for payment, and 
simultaneously the buyer-dealer-trustee acquired an interest in it in exchange 
for his promise to pay. The heavy emphasis on the flow of title is abolished 
by the statute, which makes it clear that a trust receipt is not invalidated 
even though title may flow to the buyer.!® The statute, however, does not 
eliminate the second requirement that the transaction be essentially three- 
cornered, with the dealer-trustee acquiring possession of the goods and a 
financing arrangement between the dealer and financer-entruster, as part 
of which the financer has or “is to acquire promptly” a security interest 
in the goods.”° 

Case law is very skimpy, and therefore unsatisfactory, as to this 
requirement of “promptly.” Clearly the requirement should be satisfied 
whenever the delivery of possession of the goods from the manufacturer 
to the dealer coincides in time with the financing arrangement. If the 
manufacturer at the time of shipment writes up his invoice to the financer, 
or to him and the dealer jointly, the requirement of time is obviously 


17 UnirorM Trust Receipts Act § 2. 

“The Uniform Trust Receipt Act is a perplexing maze of technical phrases wholly 
incomprehensible without an extensive study of the background and development of 
the security device known as the trust receipt. To avoid trespassing upon the traditional 
and well defined fields of such common security devices as the pledge, conditional sale 
and chattel mortgage, most of the act is devoted to definition, limitation and restriction 
of the arena in which the new device is to play its part in the world of commerce.” In re 
Chappell, 77 F. Supp. 573, 575 (D. Ore. 1948). 

As an example, the UTRA has an unfortunate definition that a seller retaining 
title cannot be an “entruster.” This definition can have no other purpose than to attempt 
to keep a trust receipt from serving the function of a conditional sales contract. Con- 
ditional sales for resale, available as an inventory financing device, are provided for in 
§ 9 of the Uniform Conditional Sales Act, 2 UNirorm Laws ANNotaTeD 15, which act 
was promulgated by the National Conference of Commissioners on Uniform State Laws 
in 1918, several years before the National Conference promulgated the UTRA. 

18 Chichester v. Commercial Credit Co., supra note 16; Walton v. Commercial 
Credit Corp., supra note 16. See also Metropolitan Finance Corp. v. Morf, 42 Cal. App. 
2d 756, 109 P.2d 969 (1941); NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE 
Laws, Preratory Note To THE UnirormM Trust Receipts Act 8 (1933). 

19 Unirorm Trust Receipts Acr § 2(1); Chichester v. Commercial Credit Co., 
supra note 16; Universal Credit Co. v. Citizens State Bank, 224 Ind. 1, 64 N.E.2d 28 
(1945); Automobile Banking Corp. v. Weicht, 160 Pa. Super. 422, 51 A.2d 409 (1947). 
20 UnirorM Trust Receipts Act § 2(1) (a). 











586 CHATTEL SECURITY TRANSACTIONS — [Vot. 1956 


satisfied, and, as has been said, it is immaterial whether the invoice and 
bill of sale transfers title to the dealer who grants a security interest to 
the entruster, or whether title moves from factory to entruster. It would 
seem that the requirement of “promptly” is satisfied also if the manufacturer 
is paid at shipping point by the financer, a practice which is very common 
in most automobile wholesale financing. The manufacturer makes his in- 
voice to the dealer, but acknowledges the source of payment with some 
legend on the invoice showing the source of funds. 

As the next step, suppose that the manufacturer ships the goods to 
the dealer with sight draft and bill of lading attached, and the financer 
supplies the funds with which to pay the draft and obtains a trust receipt 
from the dealer. The manufacturer, however, has no knowledge as to 
source of funds and no expectation that they would be flowing from the 
particular financer or from any financer. It is believed that this transaction 
satisfies the requirements of the statute, because the passage of control of 
the goods from the manufacturer is simultaneous with the financing trans- 
action, and the documentary draft device produces the necessary simul- 
taneity. 

Suppose, however, that the manufacturer ships the goods on open 
account, passing complete control thereof to the dealer who receives a 
straight bill of lading and who would have the power to divert the goods 
in transit. The financer supplies the funds with which to pay the open 
account invoice. Can it obtain a good trust receipt if it supplies these funds 
thirty days after the date of the invoice?—ten days after that date?—one 
day after that date? On these sets of facts, opinions differ. To the present 
writer, it seems that as long as the manufacturer has transferred complete 
control over the goods to the dealer with no prior financing arrangement, 
there is a question whether the trust receipt is valid, even though the 
financing arrangement may follow the dealer’s receipt of the invoice by 
only a day or so.?1 

Resulting limitations on use of the trust receipt. The effect of this 
continued emphasis by the Uniform Trust Receipts Act on three-cornered 
transactions is to make the UTRA unavailable (in its standard form) for 
certain types of inventory financing of somewhat frequent occurrence. 
For present purposes, their common feature is the absence of this necessary 
three-cornered simultaneity. One example is the change of financers by a 
dealer after he has acquired the inventory. Unless the transaction is so 


21Qn this question, see Im re San Clemente Elec. Supply Co., 101 F. Supp. 252 
(S.D. Calif. 1951) (trust receipt transaction two years after shipment); Im re Chappell, 
77 F. Supp. 573 (D. Ore. 1948) (goods had been shipped on open account, and some 
already paid for, long before trust receipt transaction); Metropolitan Finance Corp. of 
California v. Morf, supra note 18 (not purchase-money financing). But see Associates 
Discount Corp. v. Slayton, 85 So. 2d 199 (Miss. 1956) (trust receipt transaction one 
day after dealer’s purchase, without prearrangement, assumed to be valid without dis- 
cussion). 
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amicable that financer B can buy financer A’s existing purchase-money 
trust receipts, the transaction must take the form of a satisfaction of one 
set of trust receipts and a new loan secured by new trust receipts which 
will lack the necessary element of simultaneity with the dealer’s acquisition 
of possession and ownership. A similar problem arises in the financing of 
used cars or other equipment, where the dealer first takes them in trade 
and then desires financing at some later date when his working capital is 
being pinched. A third situation arises in machinery fields where the dealer 
first exhausts the open-account period of credit made available by the 
manufacturer, and may then need and request financing from a third party 
months after title has passed to him on the open account shipment. 

Illinois variant of the Uniform Trust Receipts Act. Because of these 
restrictions of the applicability of the trust receipt device under the UTRA, 
Illinois and several other states 2? have departed from the Uniform Act and 
have adopted variant language the effect of which (although the words are 
very obscure) is considered to be that the trust receipt is available not- 
withstanding the lack of simultaneity.2* This makes the trust receipt avail- 
able substantially in every case where a chattel mortgage on inventory 
would be available.?* 

It is interesting to note the development in the thinking of the drafts- 
men of the act. Professor Llewellyn, the draftsman of the UTRA, de- 
nounced this variant from the Uniform Act as ““disembowelling” on the 
ground that it eliminated the distinction between the trust receipt and the 
chattel mortgage.” But twenty-five years after he drafted the UTRA, he 


22 Connecticut, Florida, Indiana, Maine, Nevada, Oregon, and Wisconsin. In 
California and Tennessee similar provisions are limited in application to automobiles 
and certain other forms of major durable goods. 

23 Tn Illinois and most of the other states the change is accomplished by adding to 
the definition of a trust receipt in Untrorm Trust Recerpts Act § 2(1)(a), which 
contemplates that the trustee will receive delivery of the goods as part of the trust 
receipt transaction, an alternative definition in a new § 2(1)(c) which contemplates 
that the entruster gives new value in exchange for a security interest in goods already 
possessed by the trustee. 


24See Commercial Credit Corp. v. Horan, 325 Ill. App. 625, 60 N.E.2d 763 (1st 
Dist. 1945), and General Finance Corp. v. Krause Motor Sales, 302 Ill. App. 210, 23 
N.E.2d 781 (1st Dist. 1939), where the validity of non-purchase-money trust receipts 
was taken for granted. See also Donn v. Auto Dealers Inv. Co., 385 Ill. 211, 52 N.E.2d 
695 (1944), where the priority of conflicting trust receipts was discussed with no con- 
sideration of the question whether either represented purchase-money financing. 

25 BRAUCHER, SUTHERLAND AND WILLCOx, COMMERCIAL TRANSACTIONS—I EXT, Forms, 
StaTuTes 162 (1950): 

“The Act was adopted in California with a new Section 2(1)(c) added. That 
provision, not approved by the Commissioners, permitted trust receipts for new value 
‘in goods or documents in possession of the trustee and the possession of which is re- 
tained by the trustee.’ The effect was to permit in effect a chattel mortgage on stock in 
trade, not limited to security for purchase money. Professor Llewellyn described the 
new clause as ‘disembowelling.’ California repealed it in 1939; but Connecticut, Illinois, 
Indiana and Nevada have copied it. California and Oregon have similar provisions for 
motor vehicles and airplanes.” 
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was Chief Reporter for the Uniform Commercial Code, article 9 of which is 
a draft of a modern law of chattel security, which makes the central filing 
and other aspects of the trust receipt available for all forms of inventory 
financing, without regard to the flow of title or to simultaneity, and even 
extends the same “disembowelling” principles to individual “retail” security 
transactions for which the need for this simplicity was far less acute. It 
solves the problem of distinguishing between chattel mortgage, conditional 
sale, and trust receipt by abolishing the distinction. 


D. Priorities Among Conflicting Inventory Liens 


Since under the UTRA and the UCC a single notice constitutes public 
filing for all inventory lien documents executed in a year or more, the possi- 
bility exists that more than one such filing may have occurred on behalf of 
different lenders. The possibility of conflicts in the liens results, either by 
reason of the dealer’s fraudulent double financing or by reason of after- 
acquired property clauses which might automatically subject to one lien 
an item of inventory which had been made the subject of specific financing 
by another lender. Conflict apart from fraud is a rare possibility under the 
UTRA, in view of the purchase-money requirement for financing there- 
under. If a lender knows that he has the first filing and that he is paying 
the seller and therefore acquiring purchase-money liens, he does not have 
to worry very much about the possibility that other lenders may have 
gotten ahead of him by prior advances.?® 

Where inventory financing is available in non-purchase-money situ- 
ations, as it is under the UCC or the Illinois variant of the UTRA, the 
possibility of conflict is much greater. Yet only one reported case has 
presented the problem in a situation not resolved by reference to the 
question of who had the purchase-money interest. It happens to be an 
Illinois case.27, The court there held that the creditor first making an ad- 
vance against the specific inventory prevailed, even though he was the 
later lender to file. It thought that its rule was necessary to prevent the 
first financer to file from having a monopoly position. 

The difficulty with the rule of the Donn case is that it gives a lender 
no benefit from his priority in filing. He could file in the Office of the 
Secretary of State and ascertain that he was the first person to file a notice 
in respect to the debtor, and yet under the Donn case, a party subsequently 
filing might defeat the position of the first lender by filing later and ad- 


26 See C.I.T. Corp. v. Commercial Bank, 64 Cal. App. 2d 722, 149 P.2d 439 (1944), 
where the holder of the purchase-money trust receipts prevailed over a rival holder, 
even though the latter’s trust receipts were also obtained at the time of the dealer’s 
receiving possession of the goods and in at least one case antedated the purchase-money 
trust receipt. 

27 Donn v. Auto Dealers Inv. Co., 385 Ill. 211, 52 N.E.2d 695 (1944). 
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vancing the funds first.28 Thus, as a theoretical matter at least, the first 
_ lender could never rely on his filing in making advances on newly-acquired 
items of inventory, without checking to ascertain (a) whether someone 
else had subsequently filed; and (b) whether that person had made a prior 
advance against the items of inventory in question. 

The draftsmen of the UCC therefore consciously set out to reject the 
rule of the Donn case. They provided in substance that liens attaching to 
newly-acquired inventory after filing took priority from the time (i.e., in 
the order) of filing, regardless of when the advances were made, except 
for a saving clause for purchase-money interests.2® This rule may be 
thought to tend toward monopoly, but it is not for that reason undesirable. 
Generally speaking, inventory financing of the type under discussion cannot 
feasibly be administered on a continuing basis if more than one lender is 
participating, unless there are in effect two separate financing operations 
on two clearly distinct product lines, such as automobiles and farm imple- 
ments. It is necessary, however, to leave room for some competition so 
that the monopoly position is not unchallengeable. Wholesale financing 
goes hand in hand with the financing of the retail installment paper. 
Competition among financers for the retail paper and consequently for 
the wholesale is keen. Any rule of law which would make it impossible for 
a dealer to begin obtaining his wholesale financing from a new lender would 
perpetuate the position of the old lender. The UCC makes it possible for 
a new lender to assure himself of the priority of his interest by being sure 
that he has acquired a purchase-money lien (i.e., by paying the seller) and 
by notifying any other lender who had filed first. 


E. Usury in Inventory Financing 


There has been little litigation on the problem of usury in inventory 
financing of the types under discussion.*® As it has been said, this financing 
is usually engaged in by lenders who hope to acquire the retail installment 
paper of the dealer. The financing is furnished essentially as an accommoda- 
tion at low rates which are usually well within legal interest rates. The 
single problem arises from the fact that the interest charge is sometimes 
accompanied by a flat charge, for instance $1.00 or $2.00 a unit. Since the 


28 The appellate court pointed this out in the Donn case, and on this basis reached 
a result opposed to that reached by the Supreme Court of Illinois. Donn v. Auto Dealers 
Inv. Co., 318 Ill. App. 95, 47 N.E.2d 568 (1st Dist. 1943). 

29 Unirorm COMMERCIAL Cope § 9-312. This section of the UCC has been sub- 
stantially revised in UCC 1957, without for present purposes affecting the rules stated 
in the text. 

89In Oil City Motor Co. v. C.1.T. Corp., 76 F.2d 589 (10th Cir. 1935), it was held 
that three-party trust receipt financing did not involve lending. In Klett v. Security 
Acceptance Co., 38 Cal. 2d 770, 242 P.2d 873 (1952), the view of the Oil City case 
was rejected, but it was recognized that a rate nominally above the legal maximum 
may be legitimate because part of it covers handling and similar costs. 
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inventory may be sold within three or four days after the inventory 
financing was arranged, the per annum interest charge for these few days 
produces little or no revenue and cannot begin to compensate the financer 
for the bookkeeping and other handling expenses, especially where he has 
to maintain facilities for paying the factories at distant shipping points. 
Moreover, these flat charges sometimes cover the cost of insurance on the 
goods furnished by the lender for the period while the unit is in transit or 
on the dealer’s floor. The flat charge in addition to the interest rate is 
designed to cover these costs. The courts should sustain these flat charges 
as justifiable under the circumstances, even though, if computed as a per 
annum rate and added to the interest charge, they might, on a particular 
short turnover, eventuate in a rate per annum in excess of the permitted 
interest rate. 


F, Lack of Coordination of UTRA with Automobile 
Certificate of Title Laws 


One other aspect of the legal structure of inventory financing may 
be mentioned—the relationship between the UTRA or other statutory 
inventory financing schemes and automobile certificate-of-title laws. The 
mobility of automobiles and the identity of appearance of thousands of 
units of each brand made it desirable early in this century to control the 
ownership of each car through a certificate of title. About thirty-five states 
have some kind of certificate-of-title law, including a Uniform Motor 
Vehicle Anti-Theft Act once sponsored by the National Conference of 
Commissioners on Uniform State Laws, which is law in Illinois.2! Many 
of the statutes go far beyond this anti-theft type of statute, and provide 
that liens can be perfected only by being shown on the certificate of title. 
But none of them provide any intelligent harmonization of this requirement 
with the practicalities of inventory financing or with the UTRA or compar- 
able statutes governing inventory financing. 

Thus, several statutes use the “manufacturer’s certificate” or “certifi- 
cate of origin” as the means by which the certificate of title chain gets 
started. The manufacturer delivers such a certificate to the dealer and the 
dealer and his customer use it in applying for the first certificate of title. 
In some of these states there are provisions that no inventory lien on a 
new, untitled automobile is valid unless the certificate of origin be held by 
the lender. But a dealer trying to make an automobile sale cannot always 
delay his sale until he pays off the inventory lien in advance and redeems 
the certificate of origin from the lender. This is particularly true when 
the dealer is in an outlying neighborhood or an outlying community. 
Statutes of this type are not consistent with the need for forms of inventory 
security that will fit in with commercial practice. 


31 Tix, Rev. Stat. c. 95%, §§ 74-93 (1955). 
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For used cars, the legal position is obscure because the certificate-of- 
title statutes purport to require all liens on registered vehicles to be shown 
on their certificates of title. The used car is registered, and, therefore, 
reading the certificate-of-title act, one would conclude that the dealer’s 
trust receipt or other inventory lien on the used car must be shown on the 
title. But the same certificate-of-title statutes also provide that the dealer 
need not have the title in his own name, but may merely hold a certificate 
of title assigned by the consumer from whom he obtained the car. It is 
difficult to imagine how the dealer’s inventory lien could be shown on a 
title which is not in the dealer’s name.*? The law of this problem is in a 
total state of confusion, and will remain so until certificate-of-title laws and 
inventory lien laws are co-ordinated. 

Under the Uniform Certificate of Title Act promulgated by the 
National Conference of Commissioners on Uniform State Laws in 1955,%% 
but not yet adopted in any state, this problem will be settled by making 
inapplicable to inventory liens the requirement that liens be noted on the 
certificate of title. Inventory liens will then be perfected in the same 
manner as liens on chattels other than motor vehicles, and, therefore, can 
be perfected by complying with the UTRA, the UCC, or any other statu- 
tory procedure for inventory liens. 


II. SPECIAL CONSEQUENCES OF LIENS 
ON INVENTORY 


The lien on inventory has a number of aspects which make it markedly 
different from other liens with which most lawyers are familiar. We shall 
now discuss several of these aspects. They all have their origin in the 
fact that the lien is on goods which both parties expect the dealer to sell, 
for this is his business and this is his purpose in obtaining the goods. In that 
respect, the dealer’s position is far different from that of the house buyer 
who executes a mortgage, or the automobile consumer who creates a 
financing encumbrance in the form of a chattel mortgage cr conditional 
sale. 

A. Loss of Lien on Sale to Buyer in Ordinary Course of Trade 


The first problem concerns the survival of the lien on the goods when 
they reach the hands of the purchaser. Before the special nature of inven- 


82 Yet one case appears to enforce the statute literally. Bank of Keystone v. Kay- 
ton, 155 Neb. 79, 50 N.W.2d 511 (1951). 

Some lenders believe that they safeguard themselves on used car inventory credit 
by taking possession of and holding the certificates of title endorsed in blank by the 
former owners. This practice may offer a very satisfactory protection against fraudulent 
sales by the dealers with failure to account for proceeds, but its efficacy as a compliance 
with legal requirements for the validation of inventory liens as against third parties 
seems to be considerably more doubtful. 

33 Untrorm Motor VEHICLE CERTIFICATE OF TITLE AND ANTI-THEFT Act, approved 
by the American Bar Association at its meeting at Philadelphia, Pa., August 25, 1955. 
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tory financing was clearly recognized, there were cases from which one 
might conclude that the inventory lien survived against the goods even in 
the hands of the bona fide retail purchaser,®* especially if the financer 
purported to forbid sale or to require his prior consent to sale. Even 
today there are cases which, while protecting the retail purchaser, strain 
to do so either by finding some inadequacy in the perfection of the 
inventory lien or by invoking some kind of doctrine of estoppel against 
the lender. 

In this field, however, practice ran ahead of the law, and when the 
modern development of consumers’ hard goods forced the development 
of new techniques in inventory financing, the sales finance companies which 
pioneered these developments recognized that the retail purchaser was 
entitled to an automobile and not to a lawsuit. The major companies have 
therefore not sought to enforce an inventory lien against a bona fide retail 
purchaser,®* and the underlying principle is now recognized in the UTRA,*® 
the numerous factor’s lien acts,37 and the UCC.38 

Effect of this rule in bankruptcy. Thus, inventory financing forced 
the development of the concept of split perfection of a lien—a lien good 
against creditors of the borrower and their representative, the trustee in 
bankruptcy, but not against a bona fide purchaser. 

From 1938 to 1950, however, section 60(a) of the Bankruptcy Act 
delayed the “perfection” of a transfer by the debtor until it had been so 
far perfected that not only creditors, but also a purchaser, if there were 
one, would fail to defeat it under the state law; and if not perfected before 
bankruptcy, the transfer was deemed perfected at the moment of bank- 
ruptcy. At this late point of time, of course, the transfer was a voidable 
preference for past consideration. This situation cast doubt on the validity 
in bankruptcy of substantially all trust receipts, factor’s liens, and other 
forms of inventory liens, and the situation was finally cured only by a 


84 E.g., Finance and Guaranty Co. v. Defiance Motor Truck Co., 145 Md. 94, 125 
Atl. 585 (1924); Oliver Ditson Co. v. Bates, 181 Mass. 455, 63 N.E. 908 (1902) (lease of 
piano to dealer); Sargent v. Metcalf, 71 Mass. (5 Gray) 306 (1855); Utica Trust & 
Deposit Co. v. Decker, 244 N.Y. 340, 155 N.E. 665 (1927). 

35For a few of the many cases recognizing that the bona fide retail purchaser is 
protected, see Commercial Credit Co. v. Barney Motor Co., 10 Cal. 2d 718, 76 P.2d i181 
(1938); Peoples Finance and Thrift Co. v. Bowman, 58 Cal. App. 2d 729, 137 P.2d 729 
(1943); Bank of America v. National Funding Corp., 45 Cal. App. 2d 320, 114 P.2d 49 
(1941); Commercial Discount Co. v. Mehne, 42 Cal. App. 220, 108 P.2d 735 (1940); 
Associates Discount Corp. v. Slayton, 85 So. 2d 199 (Miss. 1956); De Cozen Motor Co. 
v. Kaufman, 113 N.J.L. 343, 174 Atl. 893 (1934); Redden v. Haley, 268 P.2d 270 
(Okla. 1954). 

36 Unirorm Trust Receiwts Act § 9(2) (a). 

87 F.g., Ill. Laws 69th Gen. Sess. 1955, at 2187, approved and effective July 18, 1955. 
For a list of other factor’s lien acts with similar provisions, see Fechteler, The Factor’s 
Lien Statutes, The Business Lawyer, Apr., 1956, pp. 60, 70-71. See also § 9 of the Uni- 
form Conditional Sales Act, 2 UNirorm Laws Annotatep 15. 


38 UniFoRM COMMERCIAL Cope § 9-307(1). 
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concerted effort by the Bar which led in 1950 to the abolition of the 
hypothetical purchaser test in section 60(a) of the Bankruptcy Act.®® It is 
indicative of the strong economic need for inventory financing that, not- 
withstanding the very substantial legal risk which existed for many years, 
wholesale financing to the tune of billions of dollars a year was conducted 
under this legal cloud. 

Special questions as to buyer in ordinary course of trade. Two areas 
remain open for further demarcation of this rule of law by litigation. One 
is when a retail purchaser is, in fact, a buyer in the ordinary course of 
trade. The question arises when a dealer on the threshold of bankruptcy 
makes bargain sales of cars to his employees or his or their relatives and 
friends.4° This situation is difficult of factual determination, because in the 
recent periods in the automobile market, it is difficult to tell what is a 
bargain sale and what a sale at prevailing prices. 

The second developing question is whether another dealer is a buyer 
in the ordinary course of trade. There are many cases indicating that he 
is,#! and the current proliferation of models and frequent unbalanced 
inventory positions of particular dealers afford reasons for shifts of indi- 
vidual units of inventory from one dealer to another. Whether a shift of 
a substantial number of units from one dealer to another is considered to 
be in the ordinary course of trade is a considerably more doubtful question, 
and circumstances may indicate the lack of good faith. 

A third question may be mentioned just to set it aside. That is the 
question whether a second inventory financer (not claiming through an in- 
tervening purchase) is a “buyer” who can prevail over the inventory fi- 
nancer. Obviously, the second inventory financer is entitled to no protec- 
tion against a properly perfected inventory lien.*? If he were so entitled, 
there could be no safety of any kind in inventory financing. But one case 
has seemed to give the second inventory financer such protection, by an 
erroneous assertion that a second financer can cut off an inventory lien 
just as a buyer does.** 


89See Kupfer, The Recent Amendment to the Preference Section of the Bank- 
ruptcy Act, 22 N.Y. St. Bar Ass’n But. 329 (1950). A case pending at the time of the 
amendment subsequently held (a) that trust receipts were good even before the amend- 
ment and (b) that the amendment had retroactive effect. Coin Machine Acceptance 
Corp. v. O’Donnell, 192 F.2d 773 (4th Cir. 1951). 

40 See cases cited notes 62-64 infra. 

41 Colonial Finance Co. v. DeBenigno, 125 Conn. 626, 7 A.2d 841 (1939); General 
Finance Corp. v. Krause Motor Sales, 302 Ill. App. 210, 23 N.E.2d 781 (1st Dist. 1939); 
Associates Discount Corp. v. C. E. Fay Co., 307 Mass. 577, 30 N.E.2d 876 (1940); Com- 
mercial Credit Corp. v. General Contract Corp., 79 So. 2d 257 (Miss. 1955); Stennous 
v. Universal C.1.T. Credit Corp., CCH ConprrionaL SALE AND CHATTEL MortcAcE 
Serv. § 13801 (Okla. 1956). 

42 Pacific Finance Corp. v. Hendley, 119 Cal. App. 697, 7 P.2d 391 (1932); Ford 
Motor Co. v. National Bond and Inv. Co., 294 Ill. App. 585, 14 N.E.2d 306 (1st Dist. 
1938). 

43 Associates Discount Corp. v. Slayton, 85 So.2d 199 (Miss. 1956). 
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B. Following the Lien into the Proceeds of Sale 


The second major peculiarity of the inventory lien is the correlative of 
the principle that the purchaser takes free of the lien. This correlative is 
the rule that the lien is transferred to the proceeds of sale. This rule is 
expressed in the UTRA “* and in the UCC.* It is simpler to state the con- 
cept than it is to apply it to the variety of specific situations, as evidenced 
by the fact that after twenty-five years of experience with the UTRA, the 
revision thereof in the UCC as finally promulgated had to be completely 
rewritten in Supplement No. 1 to the UCC and again in the 1957 revision of 
the UCC. 

Three major types of proceeds may be involved, and the problem of 
the validity of this trust receipts lien against third parties differs in each 
type of case. 


(1) Trade-ins as proceeds. In some situations, part of the proceeds will 
be a used automobile or other used equipment, and the transfer of the in- 
ventory lien thereto has been recognized.46 The UTRA provides that the 
lien on proceeds, even when identifiable, is waived by the lender-entruster’s 
failure to demand an accounting within ten days.47 No reported cases 
illuminate the meaning of this requirement. The requirement could only 
be given meaning by assuming that the entruster must demand some kind 
of a confirmatory instrument of lien within the ten days. But since a broad 
notice of trust receipt financing on cars or other described types of goods 
ought to give notice that trade-ins may be claimed as proceeds, the value 
of the confirmatory instrument other than as a symbolic act is not ap- 
parent. Under the UCC, as long as the original filed financing statement 


44 Unirorm Trust Receipts Act §§ 9(3), 10. 
45 UniFORM COMMERCIAL Cope § 9-306, which was extensively revised in UCC 1957. 


46 The proceeds lien on the used car was recognized in People’s Finance & Thrift 
Co. v. Bowman, 58 Cal. App. 2d 729, 137 P.2d 729 (1943), but was held to be inferior to 
a trust receipt interest subsequently taken on the used car by another financer. The 
court’s theory was that the first financer by trusting the dealer had made it possible for 
him to deceive the second financer. This decision seems erroneous. Would not the 
court’s proposition be true in any case of double wholesale financing? Compare text 
at p. 593 supra. 

In Citizens Nat'l Trust and Sav. Bank v. Beverly Finance Co., 127 Cal. App. 2d 
835, 273 P.2d 714 (App. Dep’t 1954), the court approved the result of the Bowman 
case, supra, but held that the court in Bowman had been mistaken in assuming that the 
existence of the proceeds lien had a bearing on the position of competing financers, for 
the statutory provision for the proceeds lien was said to be applicable only between 
entruster and trustee. This criticism of Bowman seems to be erroneous. 

A second case recognizing the proceeds lien on a used car trade-in is General 
Motors Acceptance Corp. v. Associates Discount Corp., 38 N.Y.S.2d 972 (Syracuse 
Munic. Ct. 1942), rev’d on other grounds, 267 App. Div. 1032, 48 N.Y.S.2d 242 (4th 
Dep’t 1944). But the lien vanished on sale of the used car to a retail buyer in ordinary 
course of trade, and the litigation was as to the proceeds of the later sale. 


47 UnirorM Trust Receipts Act § 10(c). 
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refers to proceeds, no further symbolic action is necessary.*® 

Neither the UTRA nor the UCC contains provisions reconciling the 
inventory lien on a used automobile as proceeds to the requirement in some 
states that all liens on registered vehicles be shown on the automobile 
certificate of title. 

(2) Receivables as proceeds. The second major type of proceeds are 
the obligations of the purchaser, which may be either an open account 
short-term debt, a conditional sale contract or chattel mortgage, a negotiable 
note, or perhaps a conditional sale contract and negotiable note together. 
The problems on this type of proceeds arise not between financer and 
dealer, but between the original financer claiming the obligation as proceeds 
and another financer claiming the obligation by purchase. 

If the proceeds are an account receivable, it is identifiable as proceeds 
of the particular sale, and the discussion’ above as to used cars would seem 
to be generally applicable, with the exception that a possible conflict might 
exist with filing statutes governing the assignment of accounts receivable. 
The writer knows of no litigation involving a conflicting assignment of 
the account receivable. 

If the proceeds are a negotiable note, the right of a holder in due course 
of that note is protected against a claim to the note as proceeds, both under 
the UTRA * and under the UCC. 

If the proceeds are a conditional sale contract, the rule is slightly more 
complicated, but the cases have been astonishingly confused. The UTRA 
applies the foregoing rules for negotiable instruments also to “instruments 
in such form as are by common practice purchased and sold as if nego- 
tiable,” 5! and the question is whether conditional sale contracts fall within 
that language. Two courts in New York have held that they do not fall 
within the language.®? In the writer’s opinion, this is contrary to the intent 
of the draftsmen of the UTRA, and erroneous factually. The time is rapidly 
approaching when even judges without an extensive commercial experience 
will be aware of the extent to which conditional sale contracts are com- 
mon subjects of commerce. While the test “purchased and sold as if nego- 


48 UntrFoRM CoMMERCIAL Cope § 9-306. 

49 Unirorm Trust Receipts Act §§ 9(1) (a), 9(1) (b). See B.C.S. Corp. v. Colonial 
Discount Co., 169 Misc. 711, 8 N.Y.S.2d 65 (N.Y. City Ct. 1938), where the second 
financer was held not to have acted in good faith, because it had knowledge of the 
original trust receipt financing. The decision seems to be questionable. Compare the 
rule as to the effect of knowledge under the UCC, which is discussed at p. 596 infra. 

50 UniroRM COMMERCIAL Cope § 9-309. 

51 UnirorM Trust Receipts Act § 9(1) (a). 

52 Canandaigua Nat’! Bank and Trust Co. v. Commercial Credit Corp., 135 N.Y.S. 
2d 66 (4th Dep’t 1954), reversing 204 Misc. 946, 126 N.Y.S.2d 316 (Sup. Ct. 1953); 
General Motors Acceptance Corp. v. Associates Discount Corp., 38 N.Y.S.2d 972 
(Syracuse Munic. Ct. 1942), rev'd on other grounds, 267 App. Div. 1032, 48 N.Y.S.2d 
242 (4th Dep’t 1944). 
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tiable” is imperfect, the intent of the act seems clear. Accordingly, a 
California court has reached a result opposite to the New York result.®* 

Under the UCC, conditional sale contracts and similar instruments 
arising out of installment sales are clearly recognized as instruments of 
commerce to which the name “chattel paper” is given, and specific atten- 
tion is given to them. They are recognized as proceeds, and the inventory 
lien attaches to them as proceeds.5¢ However, making a deliberate policy 
choice in order to avoid allowing the inventory financer to monopolize 
retail paper through the proceeds lien, the Code provides that a purchase 
of chattel paper for new consideration will defeat the proceeds lien, even 
where the new purchaser had knowledge of inventory financing giving rise 
to a proceeds lien on the chattel paper.®5 

Clashes between the inventory financer and a purchaser of installment 
paper arising from the sale of the financed inventory are frequent, but only 
a few of the cases have worked the matter out in terms of the concept of 
the proceeds lien.** The substitute legal structures erected by the courts in 
other cases are largely unsatisfactory. 

One apparently easy approach is to argue that since the retail pur- 
chaser cuts off the inventory lien, a retail encumbrance (chattel mortgage 
or conditional sale) depending on the retail purchase is also free of the in- 
ventory lien.5? But this approach totally ignores the position of the in- 
ventory lienor as a claimant to the retail paper as proceeds. 

A second ingenious approach is to argue that a sale on time, followed 
by sale of the installment paper by the dealer, is equivalent to a cash sale, 
which cuts off the inventory lien and leaves nothing to trace but cash.5§ 

A third approach is to consider whether the retail financer is a “buyer 
in ordinary course of trade” or otherwise a bona fide purchaser. He is 
obviously not a “buyer in ordinary course of trade” under the UTRA.*® 
Some courts hold that since he is not a bona fide purchaser and succeeds 
only to the dealer’s interest, his interest is subject to the inventory lien.® 


58 Citizens Nat’l Trust and Sav. Bank v. Beverly Finance Co., 127 Cal. App. 2d 
835, 273 P.2d 714 (App. Dep’t 1954). Compare Universal Credit Co. v. Citizens State 
Bank, 224 Ind. 1, 64 N.E.2d 28 (1945), which recognizes the proceeds lien, but holds 
that demand was not made in time under Unirorm Trust Receipts Act § 10(c). 

54 UNIFORM COMMERCIAL Cope § 9-306, extensively rewritten in UCC 1957. 

55 Id. § 9-308, extensively rewritten in UCC 1957. 

56 See cases cited notes 52, 53 supra. 

57 Commercial Credit Co. v. Barney Motor Co., 10 Cal. 2d 718, 76 P.2d 1181 (1938); 
Bank of America v. National Funding Corp., 45 Cal. App. 2d 320, 114 P.2d 49 (1941). 

58 Fidelity Corp. v. Associates Discount Corp., 340 Mich. 610, 66 N.W.2d 235 
(1954). 

59 Unirorm Trust Receipts Acr § 1. Ford Motor Co. v. National Bond & In. Co., 
294 Ill. App. 585, 14 N.E.2d 306 (ist Dist. 1938); B.C.S. Corp. v. Colonial Discount 
Co., 169 Misc. 711, 8 N.Y.S.2d 65 (N.Y. City Ct. 1938). 

6° National Bond & Inv. Co. v. Union Inv. Co., 260 Mich. 307, 244 N.W. 483 (1932). 
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Others hold that since he buys the dealer-trustee’s reserved title to the goods 
as conditional vendor, he is a bona fide purchaser of the goods, and cuts off 
the inventory lien.* 

None of these analyses of this situation is convincing. The nature of 
inventory financing requires that the inventory financer should have a claim 
to the retail paper as proceeds, and the crucial question is as to the circum- 
stances under which the conflicting purchaser of the retail paper is entitled 
to cut off this proceeds claim. There is only one situation where the pro- 
ceeds analysis does not seem to be the key to a satisfactory result. This is 
the situation where the retail purchase was not genuine or was not bona fide, 
but the second financer’s purchase of the resulting retail paper was bona 
fide. In these situations, although the retail financer has sometimes lost 
because of the defective source of his interest,®? or lack of proof of his own 
good faith,®* the courts tend to sustain the holder of the retail paper against 
the inventory financer.** But it is hard to see how this result could be 
reached under the proceeds analysis because, the retail purchase not being 
bona fide, the purchase does not cut off the inventory lien, and the in- 
ventory lienor need not accept the transfer of his lien from the goods to 
the retail paper as proceeds. If the goods are still subject to the inventory 
lien, any retail liens dependent on the retail purchaser’s title fall, of course, 
with the defective title. But in the cases last cited the courts reached the 
opposite result, and quite possibly a result that will appear to be correct 
to many persons. 

(3) Cash as proceeds. The third major type of proceeds is cash, 
either paid originally or resulting from the collection or sale of 
other proceeds. Under the UTRA, in addition to the provision sub- 
jecting identifiable proceeds to the proceeds lien,®* the draftsmen at- 
tempted to afford some measure of relief where cash could not 
be traced by providing that the entruster should be entitled to the 
value of any proceeds received by the dealer-trustee within ten days prior 
to receivership or bankruptcy, “and to a priority to the amount of such 


61 Security-First Nat’l Bank v. Taylor, 123 Cal. App. 2d 380, 266 P.2d 914 (1954) 
(erroneously citing UTRA provisions on buyer in ordinary course of trade); State Sav. 
Bank v. Universal Credit Co., 233 Iowa 247, 8 N.W.2d 719 (1943) (reviewing a number 
of cases); De Cozen Motor Co. v. Kaufman, 113 N.J.L. 343, 174 Atl. 893 (1934); First 
Nat'l Bank v. Arthur Hermann Co., 90 N.Y.S.2d 249 (3d Dep’t 1949). 

62 National Funding Corp. v. Stump, 57 Cal. App. 2d 29, 133 P.2d 855 (1943); 
Citizens Nat’l Bank v. Conger, 176 Misc. 1048, 29 N.Y.S.2d 65 (Sup. Crt. 1941). 

68 North American Acceptance Corp. v. Northern Ill. Corp., 347 Ill. App. 89, 106 
N.E.2d 197 (2d Dist. 1952). 

64 State Sav. Bank v. Universal Credit Co., supra note 61 (reviewing a number of 
cases); Farmers Nat’! Bank v. Universal Credit Co., 259 App. Div. 955, 20 N.Y.S.2d 1004 
(3d Dep’t 1940) (mem. dec.) (facts are stated in the Conger case, supra note 62); 
General Credit Corp. v. First Nat’l Bank, 74 Wyo. 1, 283 P.2d 1009 (1955). 

85 UnirorM Trust Receipts Act § 10(c). 
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proceeds or value.” © This still left open the possibility of difficult factual 
issues to be litigated in attempting to trace proceeds, as well as the un- 
satisfactory formal rules as to tracing. Accordingly, the draftsmen of the 
UCC sought to avoid all problems of identifying or tracing cash by provid- 
ing that in the event of insolvency, there should be no right to cash pro- 
ceeds not collected by the lender before the beginning of insolvency pro- 
ceedings (whether or not tracing might be possible), and instead, the lender 
*s given a right to a “priority in an amount equal to the value of any cash 
proceeds (whether identifiable or not) received by the debtor within ten 
days before the institution of such insolvency proceedings, less the amount 
of cash proceeds received by the debtor and paid over to the secured party 
during the ten day period. . . .” ®&* The draftsmen’s judgment that a ten-day 
automatic priority should be substituted for any right to trace proceeds was 
questioned by many persons, but others accepted the draftsmen’s proposal 
as a reasonable rough and ready compromise justified by the public ad- 
vantage in avoiding difficult litigation. Even when the problem existed in 
this form, however, the imperfection of the Code’s solution was pointed out, 
both in so far as the Code’s priority might conflict with existing rights of 
set-off, and because cases could readily be conjured up in which the cash 
proceeds had clearly gone into one bank and had been consumed, while the 
cash to which the priority was asserted was in another bank and indisputably 
had had other origins.** 

A recent case suggests still a further difficulty with the Code’s approach. 
In re Harpeth Motors, Inc.,®° decided under the UTRA, the question was 
whether the priority given by section 10(b) of the UTRA was really a 
state-created rule of priority or was a state-created lien. The district judge 
assumed properly that a state-created priority was of no efficacy in bank- 
ruptcy, but that a state-created lien would be recognized in bankruptcy. 
He concluded that the right given by section 10(b) of the UTRA was 
the “legal and practical equivalent to a lien,” and therefore he sustained the 
claim of the lender-entruster to the proceeds of financed inventory. The 
holding clearly accords with statutory intent, although the court obviously 
had difficulty with the language of section 10(b). 

The lack of coordination between the UTRA and the Bankruptcy Act 
was overlooked in the initial drafting of the UCC, and the same difficulty 
exists therein. The importance of the Harpeth Motors problem under the 
Code is increased because, as has been said, under the Code the secured party 
does not even have the opportunity to avoid the legal issue by attempting 
to trace proceeds and make them “identifiable.” 


66 Td. § 10(b). 

87 UntFoRM COMMERCIAL Cope § 9-306(3) (Supp. No. 1, 1955). 

68 PENNSYLVANIA BANKERS ASSOCIATION, PENNSYLVANIA BANKS AND THE UNIFORM 
CoMMERCIAL Cope (1954) 29-31. 

69 135 F. Supp. 863 (D.C. Tenn. 1955). 
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Fortunately, the Harpeth case called attention to the problem before the 
Code was finally frozen, and the 1957 edition of section 9-306 of the Code 
restates the intended right of the creditor in terms of lien (“perfected se- 
curity interest”) instead of priority. 


C. The “Dominion” Rule—Legal and Practical 


Closely related to the problem of claims to cash proceeds, just discussed, 
is the question whether inventory financing under the UTRA, the UCC, 
or other statutes conforms to the purported requirement of unrestricted 
dominion set forth by Mr. Justice Brandeis in Benedict v. Ratner.”° With- 
out undertaking in this article a discussion of this interesting area of law, 
it may here be stated that New York developed a rule applicable to chattel 
mortgages on inventory or goods for resale, to the effect that the mortgage 
was void unless the mortgagor was under a duty to account for the pro- 
ceeds of sale. The New York cases certainly put the basis of the doctrine 
on the ground of apparent possession, but Mr. Justice Brandeis, in Benedict 
v. Ratner, purporting to interpret New York law, announced that the basis 
of the decision was that the allowance to the mortgagor of unrestricted do- 
minion over the proceeds of sale was inconsistent with the concept of a lien 
on the inventory. Benedict v. Ratner has not merely been influential in the 
development of cases arising in New York, but has influenced the course of 
decision elsewhere and has frequently been deemed to announce a general 
rule to be followed in bankruptcy cases. Inventory financing of hard goods, 
as typically conducted under the UTRA and the UCC, does not appear to 
violate the narrow rule of Benedict v. Ratner, because in such financing the 
contractual instruments require accounting for the proceeds of sale and the 
creditor always requires such accounting in so far as his policing is suc- 
cessful. The basic doctrine of Benedict v. Ratner has, however, been 
developed in a series of second circuit cases to the effect that if the creditor 
has failed to exercise suitable dominion over the proceeds of sale of even a 
small portion of the inventory, he has thereby invalidated his lien not only 
over the uncontrolled proceeds, but also over the remaining inventory.” 

It is interesting to note that neither the UTRA nor the UCC accepts 
this far-reaching extension of Benedict v. Ratner. Under the UTRA, the 
creditor may lose proceeds received by the debtor more than ten days be- 
fore bankruptcy, or may be deemed to have waived his claim to proceeds 
by his failure to make demand within ten days.” There is, however, no 
intimation that his remaining trust receipt interest on remaining inventory 
is forfeited by lack of zeal or even express waiver of claim to proceeds as 
to inventory sold. The provisions of the UCC, while differing in detail as 


7 268 U.S. 353, 45 Sup. Ct. 566 (1925). 
71 See Cohen and Gerber, Mortgages of Accounts Receivable, 29 Gro. L. J. 555 
(1941); Cohen and Gerber, Mortgages of Merchandise, 39 Cotum. L. REv. 1338 (1939). 


72 UnirormM Trust Receipts Acr §§ 10(b), 10(c). 
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to the right to cash proceeds,’ likewise gives no hint that a failure to de- 
mand proceeds could affect the lien on remaining inventory. In fact, the 
Code goes further and abolishes by statute the doctrine of Benedict v. 
Ratner," 

But the responsibility of the creditor to control proceeds, imposed by 
law under Benedict v. Ratner, remains a duty of sound business administra- 
tion, regardless of legal structure. Since the inventory lien does not survive 
against the ordinary good faith buyer, the lien is subject to sudden termina- 
tion. A creditor who fails to enforce the contractual duty of prompt pay- 
ment when inventory units are sold may find the proceeds diverted, even 
in good faith, into payroll and other expenses.. Since the inventory credit 
may be equal to or even greater than the debtor’s entire net worth, even 
a short period of failure to require accounting for proceeds may leave the 
debtor insolvent and the creditor substantially unsecured. Thus, inventory 
financing has potentialities for sudden disaster, and requires alert administra- 
tion by experienced personel, including expensive periodic “floor checking” 
to be sure that all inventory not still on hand has been accounted for. 

The situation is still more dangerous in the states not having the UTRA 
or the UCC. While the common-law trust receipt may be valid in a few 
such states, or while resort to chattel mortgages may be practicable in a 
few instances, inventory financing on a non-possessory basis involves not 
only the substantial credit dangers just mentioned, but also the further 
legal danger that the lien even on remaining identifiable inventory may not 
be recognized in bankruptcy, or may be deemed invalid under Benedict v. 
Ratner. Attempts to avoid the dangers by pledge devices, by putting the 
inventory in either bonded warehouses or field warehouses, run into the 
difficulty that such devices are inconsistent with the dealer’s necessary free- 
dom of disposition as to his inventory. For general use, they are not suit- 
able in relation to the necessities of retail selling, and substantial risks must 
be taken in order to furnish the necessary inventory credit in states not hav- 
ing the UTRA, the UCC, or their equivalent. These risks move from the 
area of the theoretical to the area of the practical unless inventory credit is 
administered by thoroughly alert and experienced personnel. 


73 Untrorm CoMMERCIAL Cope § 9-306, extensively revised in UCC 1957. 
74 Id. § 9-305. 











INVENTORY AND ACCOUNTS 
RECEIVABLE FINANCING 


BY ROBERT H. GREENBERG * 


INTRODUCTION 


IT IS READILY APPARENT that inventory financing deals with chattel 
security transactions, which is the subject of this symposium. But how does 
the subject of accounts receivable financing, dealing as it does with intangi- 
bles, rather than chattels, claim equal time, to use the current political 
vernacular? The answer is simply that the needs of small and medium sized 
business for additional working funds have been served primarily by various 
forms of both inventory and accounts receivable financing. Not only 
would an attempt to separate them leave blind spots in the discussion, but 
they represent complimentary and, in many cases, correlative forms of doing 
the same job. 

Let us look briefly, by way of example, at the problems of a dealer 
in lumber who is in need of additional working funds. The need may arise 
from a desire to expand inventories of lumber, with a view to increased 
sales, or, if the dealer has his own saw mill, from a desire to acquire new 
equipment or to accumulate a “deck” of logs for processing in the mill or 
to acquire timber for logging. Since new equipment for the mill would 
probably be financed by the chattel mortgage or conditional sale route, let 
us assume that the dealer’s need arises from one of the other purposes sug- 
gested, or from some combination of them, and that his inventories of 
lumber are the most satisfactory source of financing. 

The dealer goes to his bank or to a commercial finance company, or 
to some other source of financing, and arranges for a loan secured by his 
inventories of lumber. For the moment the precise security device used 
to secure the lender is not important. The difficulties of applying the trust 
receipt or chattel mortgage devices to a changing inventory of similar 
goods have been treated in a previous article. It is probable that a field 
warehouse arrangement,” or a factor’s lien * in those states having statutes 
creating factor’s liens, would be employed to secure the lender. 

Once a satisfactory method of securing the lender has been agreed 
upon, and the adequacy of the inventories of lumber to be pledged as 
security determined, the basic question of when and how the lender is to 


* ROBERT H. GREENBERG. B.A. 1942, J.D. 1948, University of Chi- 
cago; General Counsel, Walter E. Heller & Company, Chicago, Illinois. 


1See Weeks, “Floating Liens” in Inventory Financing, supra p. 557. 
2See p. 609 infra. 
3See Weeks, supra note 1, at 569. 
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be repaid remains. If the lender is to be adequately secured, the dealer 
must either make payments to the lender as lumber is withdrawn for ship- 
ment to the dealer’s customers, or must pledge additional lumber of a value 
at least equal to that withdrawn. However, in order either to pay the 
lender or to purchase or process additional lumber to pledge to the lender, 
the dealer must have current funds available. These funds must come 
primarily out of the proceeds of sales to the dealer’s customers. It is true 
that the initial proceeds of the inventory loan may be used for that pur- 
pose, but after a relatively short period of time the proceeds will be largely 
exhausted in repaying the lender or in purchasing or processing additional 
lumber to be pledged. It is also true that such a “breather” would allow 
time for payments from the dealer’s customers to flow in. But if the dealer 
is expanding sales or building up inventories or acquiring a log deck, any 
one or more of which represents the reason for his borrowing against his 
lumber inventories in the first place, he will relatively soon come to the 
point where cash on hand will not be adequate to permit him to withdraw 
sufficient pledged lumber to fill sales orders on hand. He would then have 
to wait the thirty days, or whatever period of time his normal credit terms 
cover, until collections from previous sales were received and applied to 
withdraw further inventories to fill sales orders. Obviously, this would be 
a most unsatisfactory arrangement for the dealer, whose need is to finance 
his expansion of inventories and sales to the point of completion, that is, 
until he has collected from his customers. Otherwise, the purpose of the 
financing would soon be defeated, and the initial loan would have furnished 
only temporary relief. 

The dealer’s problem may be solved by his financing the accounts re- 
ceivable generated by his sales of the pledged lumber. Rather than paying 
the lender in cash upon the withdrawal of lumber, the dealer may sell or 
pledge his accounts receivable to the lender, using a portion of the proceeds 
to repay the lender for the loan value of the lumber withdrawn for sale. 
Since the percentage of value which is customarily advanced against in- 
ventories is less than that which is advanced against accounts receivable, 
because of the highly liquid nature of the latter, and because, for loan pur- 
poses, inventories are valued at cost, which does not include a profit margin, 
the dealer does not have to be concerned that the proceeds of the accounts 
receivable loan will not fully cover his indebtedness on the lumber. Me- 
chanically, accounts receivable will be sold or pledged daily or weekly or 
at other short intervals and a portion of the proceeds will be used to repay 
the lender for inventories of lumber withdrawn to fill sales orders, the 
balance of the proceeds being retained by the dealer. 

The dealer is now in a position where he can finance his expansion of 
inventories or sales, or both, from start to finish without interruption in the 
flow of financing. The accounts receivable financing has picked up the ball 
from the point where the progress of the inventory financing has been 
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stopped. It is hoped that this over-simplified look at the needs of our hypo- 
thetical lumber dealer has served to indicate the importance of accounts 
receivable financing as a corollary of inventory financing. 

The foregoing example also serves to highlight the revolving nature of 
inventory financing. In form, each advance against inventory is ordinarily 
a relatively short-term transaction. New goods must be pledged or the 
lender repaid when goods are withdrawn for shipment. Most frequently 
the borrower’s obligation is evidenced by a demand note. Yet, a series of 
such short-term transactions are integrated into a continuing pattern of 
financing. Although goods are withdrawn by the borrower, new inventories 
are pledged as security for new loans, so that the borrower is at all times 
enabled to carry his inventory on hand. The underlying loan agreement, 
reflecting the need for continuity, is customarily entered into for a period 
of a year or more. Coupled with an accounts receivable financing accom- 
modation for a similar term, the dealer in need of substantial working funds 
in excess of available capital has at his disposal an effective combination. 

Of course, a temporary need to finance a specific increase in inventory 
or any of a number of other factors may enable the dealer to fulfill his re- 
quirements for additional working funds by financing only his inventories. 
When a more permanent need exists, however, the addition of accounts re- 
ceivable financing will usually be found to be the logical complement to 
inventory financing. 


DEVICES USED FOR INVENTORY FINANCING 


Turning to a closer examination of some of the specific devices which 
have been developed to facilitate inventory financing, a field of some com- 
plexity is immediately encountered. Perhaps the best aid to orientation is 
a functional view. The trust receipt, for example, was developed largely 
to serve the function of transmitting large, identifiable, and valuable items 
from the manufacturer to the retailer for resale. The chattel mortgage de- 
vice, however, has not been effectively developed as a security device re- 
lating to goods intended for resale. It has been limited largely to securing 
loans against fixed assets, such as machinery and equipment used in manu- 
facturing, and, in company with the conditional sale agreement, to securing 
the retailer for the balance of the purchase price due on retail sales of 
relatively expensive consumer goods to the ultimate consumer. Only in 
special situations, such as in a state where a factor’s lien is not available and 
a field warehouse is impractical or considered too expensive, is the chattel 
mortgage used to secure inventory loans. In each case a variety of stum- 
bling blocks, often archaic in origin, must be overcome, in order that a 
chattel mortgage on a stock of merchandise may be valid, may cover new 
acquisitions of inventory, may cover additional advances by the lender, and 
may be effective in the event of the bankruptcy of the borrower. In many 
states, the laws will not permit fulfillment of these requirements. The de- 
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vice of the factor’s lien, whereby a lender may be secured for all loans to 
a borrower by a lien on all of the borrower’s inventories which are desig- 
nated, was developed primarily in the textile field to cover the problem of 
financing inventories which must be processed from raw materials to the 
finished product. In those states authorizing factor’s liens, of which Illinois 4 
is a recent addition, the. factor’s lien seems to be winning growing accept- 
ance outside of the textile field as a useful device, both in covering manu- 
facturing and processing and in covering inventories of numerous different 
items or inventories where control of individual items is difficult. Only 
the reluctance of some lenders to use the factor’s lien, because of the diffi- 
culty of accurately controlling the inventory, limits its expanding employ- 
ment. 

The functions of the trust receipt, chattel mortgage, conditional sale 
agreement, and factor’s lien are only suggested here. They have been 
treated fully by other contributors to this symposium on chattel security 
transactions.5 

Another group of chattel security devices, not treated elsewhere in this 
symposium, is also worthy of closer attention, both by way of contrast and 
because of the usefulness of the devices themselves. These chattel security 
devices are those which are based upon transfer of possession of the chattels 
from the borrower to the lender or to some third party for the lender. They 
include the common-law pledge, public warehousing, and field warehousing, 
all of which, unlike the devices previously discussed where the borrower 
retains possession of the goods, have in common the surrender of the goods 
by the borrower. The common-law pledge provides the historical basis for 
warehousing and is still useful on occasion as a means of financing in special 
situations, such as where goods must be temporarily in the possession of 
some third party for processing or some other reason. Public warehousing, 
where the goods are stored at the warehouseman’s own warehouse, and 
field warehousing, where the warehouseman sets up a warehouse at the place 
of business of the owner of the goods, serve the function of facilitating the 
pledge of inventory to a lender where other devices will not satisfy the 
lender, either because he is unwilling to allow the borrower to retain posses- 
sion or because there would be inadequate control over the flow of in- 
ventories or because the state laws do not adequately protect a continuing 
and revolving program of financing. 


Common-Law Pledge 
The common-law pledge is, as the name implies, founded on the early 
English common-law principles of the pledge.* The essentials of a pledge 


*Iuy. Rev. Stat. c. 82, §§ 102-112 (1955). 

5See Weeks, supra note 1; Kripke, Inventory Financing of Hard Goods, supra 
p. 580. 

6 Donald v. Suckling [1866], L.R. 1 Q.B. 585, 21 Eng. Rul. Cases 301 (1900); 41 
AM. Jur., Pledge and Collateral § 2 (1942). 
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were, and are, the existence of a debt or obligation and the transfer of 
. property to be held as security therefor, and, if necessary, applied against 
the payment of the debt.” It is basic that there must be an actual or con- 
structive delivery of the property to the pledgee or to a pledge holder to 
effectuate a contract of pledge, and this requirement is an inexorable rule 
of law, adopted to prevent fraud. Except in special circumstances, such 
as a pledge of heavy, bulky goods to which the pledgee has access,® or the 
pledge of a certificate covering liquor stored in the pledgor’s bonded ware- 
house,® which circumstances may constitute constructive delivery of the 
pledged goods, the actual transfer of possession of the pledged goods is 
required to validate the pledge. 

The actual transfer of possession of inventories from a borrower to a 
lender is, in most cases, not a practical arrangement. The borrower must 
ordinarily have the inventories available at his own place of business or at 
some other convenient location. The lender is seldom equipped to take 
possession, or interested in taking physical possession, of inventory pledged 
as security. However, if the pledged inventories are transferred to some 
third party for the lender, and if it makes some economic sense for the third 
party to have possession, the arrangement can be a valuable one. If the third 
party is a warehouseman, the economic justification is obvious, and we shall 
come to warehousing as a chattel security device shortly. There are also 
some other situations in which transfer of inventories to a third party, other 
than a warehouseman, may be a useful and economically practical chattel 
security device. 

Where a borrower sends goods out for processing, the dyeing of tex- 
tiles being a good example, but requires continued financing during the 
period of processing, thus avoiding problems of control and expense, the 
common-law pledge may furnish the answer. The borrower must un- 
equivocally and irrevocably authorize the processor to deliver the goods 
only at the order of the lender. The lender will want an acknowledgment 
from the processor, and will wish to satisfy himself with respect to any 
lien for services the processor may have which must be satisfied before the 
goods are released. The lender may require advance provision for payment 
of the processor or may seek a subordination by the processor, if the cir- 
cumstances warrant. When the goods have been processed, the lender can 
direct their return to the borrower upon a repledge by the borrower under 
the existing security arrangements between them, such as a designation 
under a factor’s lien. 

Another application of the common-law pledge may be where a bor- 
rower wishes to ship goods on consignment. During the time when the 


T™See note 6 supra; Southern Pine Lumber Co. v. Ward, 208 U.S. 126, 28 Sup. Ct. 
239 (1908); 41 Am. Jur., Pledge and Collateral §§ 28, 73, 76 (1942). 

8 American Pig Iron Storage Warrant Co. v. German, 126 Ala. 194 (1899). 

® Dale v. Pattison, 234 U.S. 399, 34 Sup. Ct. 785 (1914). 
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borrower’s customer is trying to sell the goods which are the property of 
the borrower, the borrower may require financing, particularly since the 
borrower must ordinarily wait some time until the goods are actually sold, 
plus an additional time for payment. Here again the pledge to the lender 
of the borrower’s interest in the goods may be the practical answer. The 
borrower must direct his customer to hold the consigned goods under 
the consignment arrangement, or the proceeds of sale if they are sold, at the 
order of the lender. The lender will again require an acknowledgment from 
the borrower’s customer, an assignment of the account or accounts receiv- 
able when the goods are sold, and some investigation of the responsibility of 
the borrower’s customer, since the goods are held by the customer for sale 
with the potential loss of lien implicit in that situation. There are other 
situations where the common-law pledge may be useful, but it is withal a 
device not well suited to a continuing financing pattern, and its commercial 
use is limited largely to special situations. 


Public Warehousing 


Public warehousing presents another facet of inventory financing which 
eliminates to a large extent the inherent inflexibility that is otherwise a prob- 
lem in such financing. Warehousing is governed by the provisions of the 
Uniform Warehouse Receipts Act which has been enacted in all forty-eight 
states as well as Alaska, the Canal Zone, Hawaii, the Philippine Islands, and 
Puerto Rico.!° 

In essence, public warehousing is the storage of goods in a warehouse 
operated by an independent party, referred to as the public warehouseman, 
who issues a warehouse receipt as evidence of the storage. The relationship 
between the warehouseman and the owner of the property is that of a 
bailment for hire, and it is the duty of the bailee to hold the bailed goods, 
evidenced by the warehouse receipt issued by the warehouseman, for the 
holder of the warehouse receipt.!! The warehouse receipt itself then takes 
the place of the goods and may be used in obtaining financing. 

The Uniform Warehouse Receipts Act defines a warehouseman,!? but 
in many states public warehousemen must also be licensed under some 
form of public warehouse act !* in order to engage in public warehousing. 

The warehouse receipt itself need not follow any particular form, but 
must state the location of the warehouse; date of issuance of the receipt; 


10 See Int. Rev. Stat. c. 114, §§ 233-292 (1955). 

11 Snydacker v. Blatchley, 177 Ill. 506, [Snydacker v. Stubblefield] 52 N.E. 742 
(1898). 

12Tit. Rev. Strat. c. 114, § 290(1) (1955): “. . . ‘warehouseman’ means a person 
lawfully engaged in the business of storing goods for profit.” 

18[n Illinois, the public warehousing of grain is governed by a statute entitled 
“The Public Grain Warehouse and Warehouse Receipts Act,” Inu. Rev. Stat. c. 114, 
§§ 214.1-214.27 (1955). 
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consecutive number of the receipt; whether the goods will be delivered 
to bearer, to a specified person, or to a specified person or his order; the 
rate of storage charges; description of the goods or of the packages con- 
taining them; signature of the warehouseman or his authorized agent; 
whether the warehouseman has title or an interest in title; and the amount 
of advances and liabilities for which the warehouseman claims a lien (if the 
amount is unknown, a statement that advances have been made and the 
purpose thereof is sufficient) .'* 

The receipt may be negotiable or non-negotiable. The former must 
state that the goods received will be delivered to the bearer, or to the order 
of any person named in such receipt; 1° the latter is a receipt stating that 
the goods received will be delivered to the depositor or to any other speci- 
fied person and must have marked on its face the fact that it is non- 
negotiable.'® 

Although a negotiable warehouse receipt is not a negotiable instru- 
ment within the terms of the Negotiable Instruments Law, it does have 
certain characteristics which give it a kinship with a negotiable instrument. 
A negotiable receipt may be negotiated by delivery or endorsement.'7 A 
non-negotiable receipt may be transferred by delivery to a purchaser or 
donee, but it cannot be negotiated and the endorsement of such a receipt 
does not give the transferee any additional rights.1* One to whom a nego- 
tiable receipt has been duly negotiated acquires such title to the goods as 
the negotiator had or had ability to convey to a purchaser in good faith for 
value and also such title as the depositor or person at whose order the 
goods were to be delivered had or had ability to convey to a purchaser 
in good faith.!® In addition, he acquires the direct obligation of the ware- 
houseman, without notice, to hold possession of the goods for him, accord- 
ing to the terms of the receipt, as fully as if the warehouseman had con- 
tracted directly with him.”° 

A transfer without negotiation gives the transferee, as against the 
transferor, title to the goods subject to the terms of any agreement with 
the transferor.”! If the receipt is non-negotiable, the transferee also acquires 
the right to notify the warehouseman of the transfer.?? Prior to such 
notification to the warehouseman, the title of the transferee and the right 
to acquire the obligation of the warehouseman may be defeated by levy or 


14 IL. Rev. Stat. c. 114, § 234 (1955). 
15 Jd, § 237. 

16 Jd. §§ 236, 239. 

17 1d. §§ 269, 270. 

187d. § 271. 

19 7d, § 273(a). 

20 Id. § 273(b). 

21 Tit, Rev. Stat. c. 114, § 274 (1955). 
22 Ibid. 
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execution by a creditor of the transferor or by notification to the ware- 
houseman by the transferor or a subsequent purchaser from the transferor.”* 

The distinction between a negotiable warehouse receipt, which repre- 
sents the stored goods, and a non-negotiable warehouse receipt, which does 
not represent the goods, but only gives the holder the right to acquire the 
direct obligation of the warehouseman by notifying the warehouseman, is 
an important one in theory. Since a secured lender acquires an interest in 
the security superior to that of creditors of the borrower, he will obviously 
not be well advised to rely on a non-negotiable warehouse receipt prior 
to notice of the transfer to the warehouseman. In practice, the owner of 
the goods is ordinarily asked to request the warehouseman to issue a non- 
negotiable receipt directly to the lender. The lender’s position would then 
be that of a transferee after notice to the warehouseman, and would pre- 
vail over creditors of the borrower. 

It appears that the normal practice of lenders is to use non-negotiable 
warehouse receipts.24 Negotiable receipts may be lost with the consequent 
risk and the necessity that a bond be posted in order to obtain duplicate 
receipts. Also, customary financing arrangements require partial releases 
by the lender of a portion of the goods stored under a warehouse receipt 
so that the borrower may ship goods to fill orders. Where the goods are 
represented by a negotiable receipt, a partial release may only be obtained 
by surrender of the receipt in person by the lender’s employee, which is 
an impractical procedure, while partial releases under non-negotiable re- 
ceipts can be effected by instructions from the lender to the warehouseman. 

The lender must bear in mind that the warehouseman may assert a 
lien against the goods for unpaid storage charges. The lender will wish to 
keep currently advised of any unpaid charges against the pledged inven- 
tories and to have the borrower’s agreement that the borrower will pay 
all such charges and that, if he fails to do so, the lender may pay the charges 
and charge the same to the borrower as so much additional indebtedness 
of the borrower, secured by all of the pledged inventories. 

The advantages of public warehousing lie in the furnishing of actual 
storage space which the borrower requires and the complete control of the 
lender over the pledged inventories, as well as the facility of holding the 
warehouse receipts as collateral. Most financing of bulky, fungible goods, 
such as commodities, is done through public warehousing for these reasons. 
Storage in public bonded warehouses is also required at ports of entry to 
insure the payment of import duties and in the case of alcoholic beverages 
to insure the payment of excise taxes. While many other varieties of goods 
are financed through public warehousing, the device has certain disadvan- 


23 Ibid. 
*4 Britton, Bills of Lading and Warehouse Receipts, 42 Inu. B. J. 763, 769 (Supp. 
1954). 
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tages of cost and accessibility to the goods, which have led to the develop- 
ment of field warehousing as a more useful device in many situations. 


Field Warehousing 


Field warehousing is an ingenious extension of the advantages of public 
warehousing to cover goods located at the borrower’s own place of business 
by the relatively simple device of having the warehouseman segregate and 
lease space from the borrower and establish a warehouse on the bor- 
rower’s premises. In this way, the advantages of public warehousing in 
providing the lender with effective control over the pledged inventories, 
without having to take actual possession, are preserved. At the same time, 
the most serious objections to public warehousing from the point of view 
of many borrowers are eliminated. The goods are available to the borrower 
at his own place of business without the additional time and expense in- 
volved in transporting them to and from a public warehouse. Those goods 
requiring further processing may be withdrawn, processed, and repledged, 
or the goods may even be processed under special arrangement within the 
confines of the field warehouse. The expense to the borrower may be less 
under a field warehousing arrangement than in storing goods in a public 
warehouse, since the borrower may have the required storage space avail- 
able in any case and need not pay for public storage space, which he other- 
wise would not need, simply to establish a pledge of the goods for financing 
purposes. Of course, if the borrower does not have adequate storage space, 
such as where the borrower deals in commodities, for example, the actual 
space provided in a public warehouse would impel a public warehousing 
arrangement. 

Field warehousing is not, in and of itself, a method of financing. It is, 
however, a device that is used almost exclusively to facilitate financing, un- 
like public warehousing where the storage of the goods, whether or not 
they are to stand as security for financing, is an independently useful step. 
The field warehouse is established by a warehouse company on the premises 
of the borrower in space leased from the borrower. The borrower then 
turns over inventories to be stored by the warehouse company in the field 
warehouse, and the warehouse receipts issued by the warehouse company 
are pledged to the lender to secure loans against the inventories so stored. 

The common-law pledge, as we have seen, furnishes the historical back- 
ground of field warehousing. An effective pledge requires an actual trans- 
fer of possession of the thing pledged from the pledgor to the pledgee or 
to some third party for the pledgee. In field warehousing, the borrower is 
the pledgor, and the warehouse company is the third party which holds 
the pledged goods for the lender. 

The Uniform Warehouse Receipts Act applies to the operations of 
field warehousing as well as to public warehousing, and the field ware- 
houseman is governed by all of the provisions of the act. The act defines 
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a warehouseman as “a person lawfully engaged in the business of storing 
goods for profit.” 25 The warehouseman in general terms must be a bailee 
for hire, and if the warehouseman is a subsidiary, affiliate, or employee of 
the borrower, the lender runs the risk that the definition of a warehouse- 
man has not been met and the lien of the lender may be invalid. 

The first step in establishing a field warehouse is the selection of a ware- 
houseman, who should, as noted, be independent of the borrower. There 
are many warehouse companies specializing in field warehousing, and their 
representatives are expert in selecting a space at the borrower’s premises 
most suitable for establishing the field warehouse, bearing in mind load 
limits, local ordinances, and other technical problems, as well as the necessity 
of maintaining exclusive dominion over the space. The space selected is 
rented from the borrower by the warehouse company at a purely nominal 
rental. If the borrower is renting the premises, the owner’s consent is ob- 
tained to a sublease from the borrower. The lease or sublease is usually 
recorded. The warehouse company also enters into a storage agreement 
with the borrower spelling out the terms of the storage arrangement. The 
warehouse company carefully prepares the selected space to indicate clearly 
its dominion over the space as against all the world, and to insure that access 
by anyone other than the warehouseman can only be gained by forcible 
entry. When only part of a space is used, it is partitioned off, frequently 
by wire netting, which is satisfactory so long as entry will require a forcing 
of the wire. All doors, windows, or other means of access are locked by 
the warehouse company. In order to evidence the open and notorious do- 
minion of the warehouse company as an independent bailee, the warehouse 
company posts signs at the space and approaches to it stating that the goods 
are stored with the warehouse company and tags each lot of goods with its 
name. 

The circumstances of “open, unequivocal, exclusive possession” by the 
warehouseman have been consistently held, since the leading case of Union 
Trust Company v. Wilson,** to establish a valid pledge. Counsel for a lead- 
ing warehouse company has summarized the requirements of a valid field 
warehousing arrangement in these words: 


‘Open possession’ means that the warehouseman must give reason- 
able notice to the public that possession of the goods has been trans- 
ferred by posting signs indicating such possession in the warehouseman, 
and by segregation of the goods. ‘Unequivocal and exclusive possession’ 
means simply that the borrower, while he may have the physical power 
of access to the goods, has no right to disturb or remove the goods from 
the warehouseman’s custody, any more than any other intruder. Where 
these conditions have been fulfilled, the fact that the motive of the 
borrower was to get his goods represented by a warehouse receipt for 


25 See note 12 supra. 
26 198 U.S. 530, 25 Sup. Ct. 766 (1905). 
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convenience of pledging is, as the Supreme Court said in the Wilson 
case, ‘A lawful motive and did not invalidate his acts if otherwise 
sufficient.’ ” 27 


It is only in cases where, in substance, the borrower has not actually 
surrendered “open, unequivocal, exclusive possession” that a field ware- 
housing arrangement has been invalidated, for such reasons as failure of the 
warehouseman to segregate or tag the goods or failure to post signs.?* But 
the legal requirements have given recognition to practical necessities, so 
long as the principles of dominion are not violated. For example, it is al- 
most a necessity that the manager of the field warehouse have intimate 
knowledge of the nature of the stored goods and the business of the bor- 
rower. Consequently, it is customary for an employee of the borrower to 
be employed by the warehouse company as manager of the field warehouse, 
and bonded in a substantial amount. This has been held not to invalidate 
the field warehousing arrangement.”® 

Field warehousing does not ordinarily require the filing of any statutory 
notice for its perfection.*° The fact of “open, unequivocal, and exclusive 
possession,” which is accomplished by the segregation of the goods, the 
posting of signs, and the tagging of the goods, serves the function of giving 
reasonable notice to the public, meaning creditors, of the actual transfer of 
possession of the goods in accordance with the principles of the common- 
law pledge. The courts have recognized this, the court in Philadelphia 
Warehouse Co. v. Winchester,*' saying: 


“The application of the common-law doctrine of pledge does not 
necessitate the adoption of such means of giving notice to the public 
as absolutely to insure to all persons dealing with the pledgor know]- 
edge of the existence of the pledge. Such a stringent requirement would 
be wholly unreasonable and impracticable.” 


In spite of the view of the courts that reasonable notice is all that is 
required for the protection of creditors, the framers of article 9 of the 
Uniform Commercial Code, thus far adopted only in Pennsylvania, have 
incorporated into the Code the requirement that a security interest in goods 
held under a field warehousing arrangement can only be perfected by filing 
a financing statement for public record. While there are those who feel that 


27 Butler, Trust Receipts and Field Warehousing, 42 Itv. B. J. 786, 792 (Supp. 1954). 

28 See Pittman v. Union Planters Nat’l Bank & Trust Co., 118 F.2d 211 (6th Cir. 
1941); In re Spanish-American Cork Products Co., 2 F.2d 203 (4th Cir. 1924), cert. den., 
266 U.S. 634, [Western Nat’l Bank v. Chapman] 45 Sup. Cr. 225 (1925); American Can 
Co. v. Erie Preserving Co., 171 Fed. 540 (W.D.N.Y. 1909), aff'd, 183 Fed. 96 (2d Cir. 
1910). 

29 Love v. Export Storage Co., 143 Fed. 1 (6th Cir. 1906). 

30 Pennsylvania, since its enactment of the Uniform Commercial Code, now re- 
quires filing. 

31 156 Fed. 600, 610 (C.C.D. Del. 1907). 








612 CHATTEL SECURITY TRANSACTIONS _ [Vo . 1956 


the filing requirement is a burdensome addition, there are others who hold 
that it may be advantageous to divorce the validity of the arrangement from 
reference to the actions of the warehouseman. Birnbaum says: 


“... the technique will be even more valuable because its legal effec- 
tiveness need not depend, as under prior law, upon proof of actual, 
open, notorious and exclusive possession by an independent custodian 
or warehouseman. Legal effectiveness will be assured through the 
simplest expedient of filing a financing statement. . . .” *? 


Irrespective of the merits of filing, the practical value to the lender of main- 
taining all of the usual safeguards is apparent. Whether or not filing is re- 
quired, the prudent lender will look to practical control over the pledged 
collateral. In any event, field warehousing continues to be used in Pennsy]- 
vania, and those who employ the device because of its inherent merits do 
not appear to have been deterred by the filing requirements of the Code. 

After examining these various chattel security devices, perhaps the 
strongest impression remaining is the ingenuity of the commercial world 
in adapting them to its changing and expanding purposes. With the excep- 
tion of the trust receipt, none of these devices was designed to meet the 
needs of any particular type of financing. The legal framework has been 
inherited from a land-owning society in which the lender was regarded as 
something less than a gentleman. Consequently, the law of security is re- 
plete with safeguards on behalf of borrowers and creditors. Mothered by 
necessity, the old legal framework has been stretched and patched over the 
years to accommodate the tremendous expansion of trade and commerce of 
recent history. The surprising thing is not the inadequacies of such a de- 
velopment, but rather that it has served the needs of business as well as it 
has. 


ACCOUNTS RECEIVABLE FINANCING 


Accounts receivable financing consists of arrangements whereby a 
financing agency either purchases accounts receivable from a business con- 
cern or makes loans or advances to it secured by an assignment of its ac- 
counts receivable.** In the first type of financing, commonly called “factor- 
ing,” the purchaser of the accounts normally assumes the credit risks, with- 
out recourse against the seller, and the seller’s customers are notified to make 
payment directly to the factor. In the second type, the financing agency 
makes loans or advances against assigned accounts receivable, without as- 


82 BIRNBAUM, SECURED TRANSACTIONS UNDER THE Unirorm CoMMERCIAL Cope 132 
(A.L.I. 1954). 


33 Tt is of interest to note that commercial financing agencies normally purchase 
or make advances against individual invoices, rather than accounts receivable which 
may consist of more than one unpaid invoice. Since the importance of this distinction 
is chiefly operational, customary terminology will be followed here and reference will 
be made to accounts receivable, 
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suming the credit risk and generally without notifying the assignor’s cus- 
tomers. The absence of notification has led such financing to be called 
“non-notification financing.” While there may be some variations, which 
will be referred to later, factoring and non-notification financing are the 
two principal methods of accounts receivable financing. 

Like most forms of inventory financing, accounts receivable financing 
is based upon a continuing series of short-term transactions. The factor or 
lender makes periodic purchases of or loans against assigned accounts as 
often as the business concern which it is financing requires funds. Thus a 
business in need of working funds has available a revolving line of credit 
which fluctuates with its sales. Unlike a straight loan, which must be ne- 
gotiated as to amount and which becomes due in a lump sum at maturity, 
or in fixed installments, accounts receivable financing supplies funds in 
proportion to the volume of accounts assigned. This ordinarily coincides 
with the needs of the business, since more funds become available as sales 
increase, permitting the replacement or increase of inventories needed to 
fill sales orders. 

In addition to being geared to fluctuating requirements for working 
funds, accounts receivable financing has other attractions for many busi- 
nesses. In factoring, the function of the factor in passing credits and assum- 
ing the credit risk on approved sales, as well as collecting the resulting ac- 
counts, is a valuable service to many concerns. No sizable staff is required to 
handle credits and collections, and the principals of small businesses are freed 
to concentrate on production and sales. In non-notification financing, these 
considerations are absent, the furnishing of working funds being the only 
significant function. Some businesses may be unable to obtain any open- 
line credit, but nevertheless their accounts receivable, because of their high 
degree of liquidity, may constitute acceptable security for loans, the lender 
looking to the responsibility of the borrower’s customers, rather than to 
the borrower’s own financial position. Other businesses may have some 
lines of credit, but may require funds greatly in excess of any unsecured 
lines obtainable. This type of need is typical of seasonal businesses, and is 
well served by the fluctuating nature of accounts receivable financing. 
Many under-capitalized businesses have found that the sale or pledge of 
their accounts will furnish necessary working funds without the dilution 
of ownership which would result from seeking equity capital. In some cases, 
an accounts receivable accommodation may even permit a savings in cost 
as compared with a straight bank loan. Interest is charged only on the 
funds actually in use, by netting advances and collections, which may re- 
sult in a lower cost than paying interest at a lower rate on the entire amount 
of a straight loan, taking into consideration balances which the borrower 
may be required to maintain at the lending bank. 

For all of these reasons, accounts receivable financing has come to be 
recognized as an important part of our modern credit structure. Its growth 
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has been largely due to its own merits, since its development was accomp- 
lished without organized support, and in the face of some resistance. The 
simplicity and convenience of the technique make it a matter of wonder 
that its extensive use is of such recent development. Commercial finance 
companies have grown to important size only in the past three decades or 
so. Together with other varieties of specialized finance companies, such 
as sales and consumer finance companies, some of which also engage in 
commercial financing, they are said to represent the largest single-industry 
custome: of banks in the country, doing an annual volume of business of 
thirty-seven billion dollars in 1955.34 The entry of commercial banks into 
the accounts receivable financing field in significant volume is even more 
recent, dating from the depression days of 1933 when unused lending ca- 
pacity caused them to turn in this direction. Now a large number of com- 
mercial banks are in the field. 

It was not too long ago, and remnants of the attitude still persist, that 
financing of accounts receivable was stigmatized as “hocking” accounts, and 
raised the suspicion that bankruptcy was just around the corner. Today, 
however, especially with the tight money problem aggravating working 
capital needs, accounts receivable financing is recognized as a legitimate 
and useful means of financing. Many businesses owe their increased vol- 
umes, and some their very existence, to working funds obtained through 
financing their accounts. 


Development of Accounts Receivable Financing 


Although the widespread commercial acceptance and employment of 
accounts receivable financing is of rather recent development, its history is 
not. A brief reference to the origins of factoring, the first form of accounts 
receivable financing, gives some insight into the parallel development of 
the law. 

Factoring is said to have originated as early as the fourteenth century, 
when commission merchants became active in financing foreign trade.*® 
The tremendous expansion of commerce and industry following the in- 
dustrial revolution in England gave new importance and scope to these 
functions. By the eighteenth century, the commission merchant or factor 
was a well-accepted part of English commerce, although his functions did 
not yet include financing. The factor was then primarily engaged in sell- 
ing goods which had been shipped to him on consignment. The limited 
methods of transportation and communication then existing made it im- 
practical for a manufacturer to sell his products directly in distant or for- 
eign markets. Rather the practice was developed of shipping the goods on 


34 Silbert, “Tremendous Growth” in Specialized Finance Companies, American 
Banker, Sept. 27, 1956. 

35 SAULNIER AND JAcoBy, AccouNTS RECEIVABLE FINANCING 18, (National Bureau of 
Economic Research 1943). 
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consignment to a factor doing business in the potential market area. The 
factor would makes sales and collections and remit to the manufacturer. 
For his services he would receive an agreed commission, which he was en- 
titled to deduct from the proceeds of sales before remitting to the manu- 
facturer. It was only natural that the manufacturer relied heavily on the 
factor for advice, not only on style and selling, but also on approving 
credits. 

The next step was for the factor to guarantee sales to his customers in 
cases where there was doubt as to their ability to pay. The factor, having 
first-hand credit information and wishing to earn a commission, was often 
in a position to guarantee payment to the manufacturer where the manu- 
facturer would otherwise hesitate to approve the sale. As factors prospered 
and accumulated capital, it was also natural that manufacturers whom they 
represented should look to them for financial assistance. It followed that 
factors began not only to guarantee credits, but also to make advance pay- 
ment to the manufacturer for an additional commission, thus assisting the 
manufacturer in financing his operations. 

The final transition of the factor from a selling agent to a financier 
has been well described in a paragraph: 


“Between 1889 and 1905, the selling functions of the factoring houses 
gradually disappeared and the factor became a specialized banker. The 
McKinley tariff of 1890 practically forced European textiles out of the 
American market and the factoring houses naturally turned to Ameri- 
can mills and converters, for whom they performed the same financial 
services they had been providing to the European mills, but as the 
American mills had their own sales departments, there was no occasion 
for the factor to act in a selling capacity. There was a continuing need 
for him to pass on the financial responsibility of prospective purchasers 
of his principal’s goods, to guarantee payment of the accounts receiv- 
able arising from such sales, and to buy the accounts receivable outright 
without recourse. Thus by 1905 evolution of the factor from the role 
of commission merchant to that of financier had been completed.” %¢ 


Non-notification accounts receivable financing has developed more 
recently, being little used until the present century. Before that time credit 
sales were usually evidenced by a note or a trade acceptance, with longer 
terms than are usually granted today. Expanding markets and more im- 
personal customer relationships led to a shortening of credit terms, and the 
open account largely supplanted notes and trade acceptances. Sellers came 
to rely more and more upon open lines of bank credit, although some banks 
which had discounted customers’ notes and trade acceptances began mak- 
ing loans secured by the assignment of accounts receivable, but without 
assuming the credit risk or notifying the account-debtors of the assignment. 


86 Livingston, Assignment of Accounts Receivable, 42 Iu. B. J. 773, 774 (Supp. 
1954). 
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Today factoring and non-notification financing serve the same basic 
need for working funds. Yet their divergent origins continue to find ex- 
pression in the common law relating to their conduct. Perhaps, however, 
a closer look at the respective mechanics of these devices should precede 
an examination of the applicable law. 


Factoring 


Factoring, as we have seen, is characterized by assumption of the 
credit risk by the factor and by notification to the account-debtor of the 
assignment of the account to the factor. It follows that the factor collects 
the account directly. Sometimes the factor will accept an account which 
has not been approved as to credit, at the client’s risk. Occasionally, too, 
the factor will make arrangements to factor accounts without notification. 
In such cases the client will be permitted to collect the accounts in trust 
for the factor. Such variations are not common. They arise either from a 
desire to utilize the factor’s credit guaranty without the client’s customers 
knowing that he is financing his accounts, or in order to avoid framing the 
transaction as a loan secured by the pledge of accounts in states where the 
legal rate of interest is too low to cover the normal charge. 

Aside from such infrequent variations, the typical factoring agreement 
is not complex. It provides that all sales accounts will be assigned to the 
factor; sales will be made only with written credit approval by the fac- 
tor; the factor assumes any loss by reason of the insolvency of the cus- 
tomer; the factor does not assume any loss arising from merchandise or 
delivery disputes; the factor will pay for each invoice its face amount, less 
any discount or allowance which the customer may take (thus any dis- 
counts not taken by the customer belong to the factor as compensation for 
the time the account remains unpaid after the expiration of the discount 
period); the factor will make advance payment of the purchase price upon 
assignment of the accounts, but frequently it is specified that a portion of 
the purchase price, usually ten per cent or fifteen per cent, may be withheld 
to cover possible merchandise or delivery disputes; usually interest is 
charged for advance payments from the time of the payment until the 
average due date of the accounts purchased (plus a short period, such as 
ten days, to allow for collection), ordinarily at the rate of six per cent per 
annum, but no interest is charged thereafter, as the factor has assumed the 
credit risk, and interest is sometimes waived altogether; the factoring com- 
mission is specified as a percentage, usually less than two per cent, of sales as 
compensation for the services of the factor in making credit investigations, 
supervising the ledgering and collection of the accounts, and assuming the 
credit risk; and it is agreed that the factor will be furnished with invoices 
bearing an endorsement that they are payable to the factor and with evi- 
dence of shipment of the merchandise. 

The factor usually sets up lines of credit for all of his client’s regular 











wearsmmeenaceerte ree 


Winter] INVENTORY AND ACCOUNTS RECEIVABLE 617 


customers. Upon receipt of the invoices, shipping evidences, and a formal 
assignment schedule, the factor makes advance payment. In the event of 
any customer disputes concerning the merchandise or its delivery, the fac- 
tor may charge the account back to the client who must assume the collec- 
tion of the account.®? 


Non-Notification Financing 


Non-notification financing in its usual form differs from factoring in 
several ways. First, the lender, as we shall call him, does not assume the 
credit risk. The borrower-assignor is required to guarantee prompt pay- 
ment of the accounts at maturity. If an account is not paid at maturity for 
any reason, it is charged back to the borrower, although some period of 
grace is often permitted. Secondly, the accounts are assigned without 
notice to the customer, who makes payment directly to the assignor. Both 
the lack of notice to the obligor and the receipt of the collections by the 
assignor give rise to serious legal questions concerning the validity and 
priority of the lender’s security interest in the assigned accounts.** Lastly, 
this type of transaction is, in substance, a loan of money, rather than a 
purchase of accounts. This conclusion follows from the fact that the financ- 
ing agency is primarily engaged in furnishing funds, since it performs no 
other material service, as is the case in factoring, and charges for the use of 
its money. For a variety of reasons, such as custom, sales appeal, or a de- 
sire to avoid usury problems, many concerns in this field frame their con- 
tracts as a purchase of the accounts receivable. By application of the well 
known doctrine of substance over form, the courts have held that such 
arrangements are loans and not purchases.*® 

One other difference from factoring is the practical application of 
non-notification financing to the special, but not infrequent, situation of a 
company which has large numbers of accounts, each for a relatively small 
amount, and often coming from several different branch offices. The sepa- 
rate scheduling and handling of such accounts, both from the point of view 
of the assignor and the assignee, may involve prohibitive expenditure of 
time and expense. But it is often practical to finance such accounts on a 
non-notification “bulk” basis, since there is no need for an individual credit 
analysis of each account. The accounts can be assigned by reference to all 
sales accounts generated in a day, or some other specified period, bearing 
consecutive invoice numbers, and duplicate invoices can be given to the 
lender in groups, without individual treatment. A specified percentage 
can be advanced against the total value of assigned accounts. 

The usual forms of non-notification agreement are framed either as 


87 United States v. Hadden, 192 F.2d 327 (6th Cir. 1951). 

88 These problems are discussed at p. 618 infra. 

39 Scott v. Lloyd, 34 U.S. (9 Peters) 418 (1835); Mercantile Trust Co. v. Kastor, 
273 Ill. 332, 112 N.E. 988 (1916). 














618 CHATTEL SECURITY TRANSACTIONS _ [Vot. 1956 


loans against collateral, or as purchases of the accounts. As noted above, 
both arrangements are in essence loans of money. Most commercial banks 
use the collateral loan form of agreement, since they lack express statutory 
authority to purchase accounts receivable. Many commercial finance com- 
panies use the purchase form of agreement. Where a collateral loan agree- 
ment is used, each advance is evidenced by a promissory note, usually pay- 
able on demand since the collections on the accounts will ordinarily liqui- 
date the obligation in a short, but indefinite, period. Both forms of agree- 
ment contain full warranties by the assignor that there are no defenses or 
rights of set-off and that the assignor has full right to assign the accounts 
and has made no previous assignment. These forms also contain warranties 
concerning the genuineness of the accounts, the correctness of the amounts 
shown as owing, the capacity of the account-debtor, and other matters 
required for the protection of the assignee. The assignor is required to 
guarantee the prompt payment of the accounts at maturity. Under a col- 
lateral loan agreement, the assignor is required to pledge accounts of a 
value in excess of the amount loaned, such as 125 per cent. Under a pur- 
chase form of agreement, the accounts are purchased for 100 per cent of 
their value, but the assignee retains a reserve, such as 20 per cent of the 
purchase price, to secure the collection of the accounts. The effect of both 
procedures is the same. In addition, the agreements will specify the charges 
and the procedure for assigning the accounts, marking the assignor’s books, 
keeping of records, collecting the accounts, holding returned merchandise 
for the benefit of the assignee, endorsing the assignor’s name on checks 
representing collections, and other protection for the assignee. 


LEGAL PROBLEMS IN ACCOUNTS RECEIVABLE FINANCING 


Validity of Assignment as Against a Subsequent Assignee or Lien Creditor 


The growth of accounts receivable financing raised many legal prob- 
lems from the point of view of the factor or lender. The first, and para- 
mount, problem was the validity of the assignment as against a subsequent 
assignee of the same account, or as against a lien creditor of the assignor 
or a trustee in bankruptcy of the assignor. Obviously, the existence of 
accounts receivable financing depended upon the satisfactory resolution 
of this problem. In fact, several different rules have been applied to the 
validity of the assignee’s position. 

In England, probably following the normal factoring practice of notify- 
ing the account-debtor of the assignment, the common-law rule was de- 
veloped that the assignment was perfected as against a subsequent assignee 
only when notice had been given to the account-debtor.*° Thus, a subse- 
quent assignee who first notified an account-debtor of the assignment to 


40 Dearle v. Hall, 3 Russ. Ch. 1, 38 Eng. Rep. 475 (1827). 
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him acquired a title superior to that of the first assignee. This rule, known 
as the English rule, was followed in some American jurisdictions, all but 
two *! of which have since enacted statutes validating an assignment either 
without notification or upon public filing or recording of a notice of 
assignment. 

Among those states following the English rule, conflicting results were 
attained in determining whether an assignee who had not notified the 
account-debtor had a superior position to lien creditors or a trustee in bank- 
ruptcy of the assignor. Some of the English-rule states (all of which now 
have statutes governing assignments) apparently did not wholly invalidate 
assignments for failure to notify, so that the assignee could acquire a super- 
ior title to lien creditors and a trustee in bankruptcy as long as there was no 
subsequent assignee who had actually given notice. In some other states 
formerly following the English rule, failure to give notice of the assign- 
ment apparently would invalidate the assignment, so that the assignee had 
no rights against a lien creditor or a trustee in bankruptcy. Non-notifica- 
tion financing could be conducted in the first group of states, with the risk 
of a fraudulent second assignment, but the point is now academic, since 
they have all enacted governing statutes. In those jurisdictions in the second 
group, following the English rule, non-notification financing was simply 
not conducted, since the security would evaporate in the face of a conflict 
with lien creditors or a trustee in bankruptcy. 

Most states did not follow the English rule, preferring the commercially 
more desirable rule that the written assignment of an account is all that is 
necessary for its perfection. Because of the adherence of a majority of 
American jurisdictions to this view, it is called the American rule.42 Under 
the American rule, the assignee, whether or not he notifies the account- 
debtor of the assignment, acquires a superior interest in the assigned ac- 
counts as against a subsequent assignee or a lien creditor or trustee in bank- 
ruptcy of the assignor.** 

Still another group of states once followed a variation of the American 
rule, called the Massachusetts rule, which recognized the validity of an 
assignment without notification unless one of four actions (known as the 
“Four Horsemen”) had been taken by a subsequent assignee, namely, (1) the 
account had been collected in good faith, (2) the claim had been reduced to 
judgment, (3) a novation had been obtained, or (4) evidence of the debt 


41 Mississippi and Tennessee still follow the English rule. 

42 This is sometimes referred to as the New York rule, since it has long been fol- 
lowed in New York. See Fortunato v. Patten, 147 N.Y. 277, 41 N.E. 572 (1895). 

43 See Fortunato v. Patten, supra note 42; Wallins Creek Collieries Co. v. Saylor, 
214 Ky. 206 (1926); Osborne v. McDonald, 91 Mont. 83, 5 P.2d 568 (1931); Moores- 
town Trust Co. v. Buzby, 109 N.J. Eq. 409, 157 Atl. 663 (1931); Hartman v. Corpening, 
116 W. Va. 31, 178 S.E. 430 (1935). Other states formerly following the American 
rule by decision have since adopted it either by validation or recordation statutes. 
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in the form of a specialty had been obtained. These jurisdictions have 
since gone over to the statutory validation or recording column. 

In some few states there have been no decisions clearly indicating which 
rule will be followed in the jurisdiction, and, in the absence of statutory 
enactment, the risk of doing non-notification financing business under such 
conditions has discouraged many lenders from making the attempt. . 

The diversity and uncertainty of the case law in this field prompted a 
concerted effort to procure satisfactory legislation which would permit the 
expansion of non-notification financing of accounts receivable to meet the 
increasing demand for this service. Fifteen states, including Illinois,** have 
adopted the American rule by statutes commonly referred to as “validation” 
statutes, since they validate an assignment of accounts made in writing for a 
valuable consideration, without requiring notification of the account-debtor. 
Twenty-one other states have enacted recording statutes which follow the 
American rule in validating an assignment of accounts without notification, 
subject to the condition that a notice of the assignment is filed for record 
in a designated public office, either a local office, such as the county re- 
corder, or a central office, such as the Secretary of State. Pennsylvania, 
under the provisions of the Uniform Commercial Code,* requires the filing 
of a notice known as a financing statement. Peculiarly, it provides for fil- 
ing both centrally and locally,** unless the assignor has offices in more than 
one county so that it would be considered too burdensome to search the 
local records, in which case local filing is dispensed with. 

One lone survivor, North Dakota, remains from a small group of states 
originally requiring that the assignor’s books be marked to show the assign- 
ment, as a means of notification and perfection of the assignment. While 
book-marking may be an unrealistic form of notification, it is nevertheless 
a valuable protection to the lender, particularly as a means of preventing 
a subsequent fraudulent assignment of the same accounts to another lender 
who examines the books of the assignor. Few lenders will finance accounts 
without such an examination, so it is standard procedure to require the 
assignor to mark his books, even though it is not a requirement of state law 
for the perfection of the assignment. 

There remain only eleven states and the District of Columbia which 
have not covered the problem of the validity of the assignment of accounts 
by statute. Of these, at least five states either clearly or apparently follow 
the American rule,‘? under which non-notification financing may be con- 
ducted with safety. Mississippi and Tennessee remain English-rule states, 
and in four other states and the District of Columbia the absence of clarify- 


44 Int. Rev. Srav. c. 82, §§ 102-112 (1955). 

45 UnirorM COMMERCIAL Cope § 9-401(1) (a). 

46Local filing is an optional provision of the Code, but has been adopted in 
Pennsylvania. 

47 See note 43 supra. 
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ing authority leaves the matter in some doubt. The lender contemplating 
non-notification financing in these English-rule or doubtful jurisdictions 
must consider the danger of a second, fraudulent assignment where the sec- 
ond assignee first notifies the account-debtors. However, since the vast 
majority of borrowers would have no thought of making a second, fraudu- 
lent assignment, and since the lender can devise some protection against 
such eventuality in the rare case of a borrower who may be tempted, such 
as requiring the marking of the borrower’s books to show the assignment, 
there are some lenders who will engage in non-notification financing in such 
jurisdictions. 


Validity of Assignment as Against Trustee in Bankruptcy 


A more important source of concern to the lender is the validity of his 
secured position as against a lien creditor or a trustee in bankruptcy of 
the assignor. Under the 1952 amendment to the Bankruptcy Act, the test 
of the validity of a secured position as against a trustee in bankruptcy was 
restored to that which existed prior to the Bankruptcy Act of 1938,* 
namely that of a lien creditor of the bankrupt. As we have seen, the as- 
signee of an account receivable acquires a superior title to the accounts as 
against a lien creditor under the validation or recording statutes now effec- 
tive in most states, as well as under the American rule. In English-rule 
states, or those that may follow that rule if the question arises, it would 
seem that unless the assignment is void for failure to notify the account- 
debtor, the assignee’s title should be superior to that of a lien creditor, and 
thus to that of a trustee in bankruptcy as well, unless a subsequent assignee 
has actually given prior notification. Thus, after many tribulations, it now 
may be said that, with two or three possible exceptions, the non-notification 
financing of accounts receivable may be conducted with assurance of a 
secured position under the existing law. 


A General Lien Under the Uniform Commercial Code 


While on the subject of the position of the lender in the event of the 
borrower’s bankruptcy, it is interesting to consider the manner in which 


48 Under section 60 of the Bankruptcy Act of 1938, the rights of an assignee were 
measured against those of a bona fide purchaser, and were not deemed to be perfected 
unless no subsequent bona fide purchaser could have acquired a better title. Under this 
section it was first held in an English-rule jurisdiction that, since a hypothetical sub- 
sequent bona fide purchaser could have first notified the account-debtor, the assign- 
ment was not perfected until the time of bankruptcy and was therefore defeasible as 
having been given for an antecedent value. Corn Exchange Nat'l Bank and Trust Co. 
v. Klauder, 318 U.S. 434, 63 Sup. Ct. 679 (1943). Then the Massachusetts rule that a 
hypothetical subsequent bona fide purchaser could have collected assigned accounts, in 
which case the first assignee could not have recovered the collections, was invoked and 
applied to an Illinois transaction to defeat the assignee’s secured position. Im re Varda- 
man Shoe Co., 52 F. Supp. 562 (E.D. Mo. 1943). Fortunately for the progress of non- 
notification financing, the 1952 amendment to the Bankruptcy Act restored the lien 
creditor test as a measure of the perfection of an assignee’s security. 
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the Uniform Commercial Code would strengthen that position to include 
security under an after-acquired property clause. The Code provides: 


“Where a secured party makes an advance, incurs an obligation or 
otherwise gives new value which is to be secured in whole or in part 
by after-acquired property his security interest in the after-acquired 
collateral shall be deemed to be taken for such new value and not as 
security for a pre-existing claim if the debtor acquires his rights in such 
collateral . . . in the ordinary course of his business. . . .” 4° 


The purpose of the Code is to permit creation of a “general” or “floating” 
lien, which would facilitate the mechanics of many financing transactions 
by permitting the lender to make one loan, secured by all of the borrower’s 
property of a specified nature, whether then existing or thereafter acquired. 
This would apply equally to accounts and to inventories, as well as to 
other types of collateral, any one or more of which could be the subject 
of the security interest. By acquiring one “floating” lien, the lender would 
be relieved of the necessity of making periodic advances against contempo- 
raneous assignments or pledges of security, notes, and so forth. To ac- 
complish this purpose, the after-acquired security must be related back 
to the time that the original consideration was given or it would be con- 
sidered as being given for an antecedent consideration, and, therefore, a 
voidable preference in bankruptcy. Consequently, it was necessary to the 
creation of a general or floating lien that after-acquired property be deemed 
to be taken for new value. 

There is nothing revolutionary, in itself, in the concept of a general 
lien. It is designed to facilitate the needs of business for financing. To be 
of practical value, however, it must give the financing agency a protected 
position in the event of bankruptcy, which the Code has attempted to do. 
Whether the attempt has succeeded is still in doubt, since many qualified 
practitioners feel that a bankruptcy court may well hold that it is not bound 
by the provisions of the Code if they conflict with the Bankruptcy Act. 
There is surely precedent for this view,5° and when the question arises, as 
it inevitably will, the determination of whether the Code conflicts with 
federal law in this respect will arouse considerable interest. If the decision 
should be adverse to the general lien, it is the writer’s view that commercial 
financing under the Code will not be greatly affected for the reason that 
most financing agencies insist upon periodic advances and the taking of 
new security in order to maintain the precise controls which are desirable 
from a business point of view, irrespective of their legal position. It is 
small comfort to have an unassailable legal position and find the collateral 
gone or greatly overvalued. 

Before leaving the subject of the statutory treatment of the validity 


49 UniFoRM COMMERCIAL Cope § 9-108(2). 
50 Moore v. Bay, 284 U.S. 4, 52 Sup. Ct. 3 (1931). 
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of assignments of accounts receivable, any impression that compliance is 
always a simple matter should be dispelled. There are many areas of po- 
tential danger to the financing agency. It must be carefully determined 
what law governs the transaction, whether the statutory definition covers 
the assigned accounts, where to file if filing is indicated, and whether com- 
mon law may govern the transaction if the statute does not. 


Conflict of Laws and Accounts Receivable Financing 


Where more than one state is involved in a financing transaction, it 
must first be determined what law governs the transaction under the some- 
times over-generalized rules of conflict of laws. Often the assignor and 
assignee are located in different states. The assignor may be doing business 
in still other states, so that assigned accounts will be owing by residents 
of such other states. If the assignor has branch offices, the law of the juris- 
diction where a branch is located may be applicable to the assignment of 
accounts arising there, or, if the accounts are ledgered and assigned from 
the home office, the laws of that jurisdiction may apply. There are various 
rules of general application. The law of the place of performance may 
govern performance, while interpretation and validity may be referred to 
the law of the place where the contract was made.®! The intention of the 
parties may be deemed controlling,® or the law of the jurisdiction having 
the most significant contacts with the transaction may be applied.®* 

It is not the writer’s purpose to discuss the multiplicity of rules and 
possible results in conflict-of-laws situations. Each transaction must be sepa- 
rately analyzed. Most financing agencies will incorporate into their agree- 
ments a statement of intent that the law of their home state shall govern the 
transaction as to validity, interpretation, and enforcement. They will then 
look to the law of the assignor’s principal place of business, and file notice in 
that state if required. Perhaps the most useful general rule is that the law 
of the assignor’s principal place of business, where payment is to be made, 
should control.54 If the assignor keeps the ledgers in still another state, or 
has sales in a branch office in another state, the law of the latter is usually 
complied with. When there is any doubt, the best procedure is to file or 
otherwise comply under the laws of each state which might be held to 
govern the validity of the assignment. 

The Uniform Commercial Code would apply the Code generally to 
any transaction having contact with a Code state. On the question of the 


51 Swift and Co. v. Bankers Trust Co., 280 N.Y. 135, 19 N.E.2d 992 (1939); Union 
Nat’l Bank v. Chapman, 169 N.Y. 538, 62 N.E. 672 (1902). 

52 Wilson v. Lewiston Mill Co., 150 N.Y. 314, 44 N.E. 959 (1896). 

53 Jansson v. Swedish American Line, 185 F.2d 212 (1st Cir. 1950); Rubin v. Irving 
Trust Co., 305 N.Y. 288, 113 N.E.2d 424 (1953). 

54 See In re Rosen, 157 F.2d 997 (3d Cir. 1946), cert. den. sub. nom. Fisch v. Stand- 
ard Factors Corp., 330 U.S. 835, 67 Sup. Ct. 972 (1947). 
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assignment of accounts, the Code applies the law of the state where the 
records concerning them are kept.®> Thus, if an assignor in the Code state 
of Pennsylvania kept his records in North Dakota, the law of North Dakota 
would govern, and the assignee would have to assure itself that the assignor’s 
records were marked to show the assignment in order to obtain a valid 
assignment. On the other hand, if an assignor with its principal place of 
business in Oklahoma kept its records in Pennsylvania, the assignee would 
be required to file a financing statement in Pennsylvania but should also 
comply with Oklahoma law by filing a notice of assignment in Oklahoma, 
for if the question of the validity of the assignment arose in Oklahoma or 
any other non-Code state, it is not improbable that Oklahoma law would 
be held to govern. 


Validation and Recordation Statutes 


When it has been decided what law will apply to an assignment of 
accounts, it is necessary to give consideration to any problems inherent in 
that law. If there is an American-rule validation statute in effect, there is 
little problem, since no affirmative action need be taken. Under a recorda- 
tion statute, requiring the filing of a notice of assignment, however, there 
may be serious pitfalls. For example, the place of filing must be strictly 
complied with. If filing is local, the proper locality must be found. Some 
recordation statutes require filing in the county where the assignor resides, 
for example. In the case of an individual, the county of residence may 
differ from that of his place of business. Even in the case of a corporation, 
its principal place of business may differ from its statutory residence. Other 
statutes specify filing in the county where the assignor has his principal 
place of business, which is not always a simple determination. The writer 
has even known of an assignor whose plant was situated right on the county 
line. The usual solution is to file in each county which ultimately might be 
found to be the proper place of filing. 

The language of the recordation statute must be examined carefully 
in other particulars. The assignee should be certain that filing will cover 
the accounts which are to be assigned to him, since some recordation statutes 
exclude from the definition of accounts certain obligations, such as pay- 
ments due to a contractor who has furnished a surety bond. If the account 
proposed to be assigned is not covered by the statutory definition, the com- 
mon law may still govern the transaction, in the absence of special state or 
federal statutory provision, and notification may be desirable. But consider- 
ation should be given, too, to whether the statute is intended to be exclusive 
as to the method of perfecting assignments. 

The precise language of the statute is important, also, in ascertaining 
that all future accounts are included, as well as those existing at the time 


55 UnirorM COMMERCIAL Cope § 9-103(1). 
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of the filing of the notice of assignment. Since most filings are effective 
for at least one year, and no refiling is made within the effective period, 
it is very important that the assignment of accounts arising after the filing 
be protected. As recently as last spring, the commercial financing world 
was shocked to learn that in Texas filing had not protected an assignee 
as to accounts which were not either in existence or generated under a 
contract in existence at the time of filing.5® The Texas statute defined an 
account as “an existing or future right to the payment of money presently 
due, or to become due . . . under an existing contract. .. .” (Emphasis 
added.) The court held that the reference to “existing” meant at the time 
of filing, rather than at the time of the assignment, as had been generally 
assumed. It would seem pointless to provide that filing was effective for 
three years, as the Texas statute did, and then limit its application to ac- 
counts existing or arising under contracts existing at the time of filing, 
which could hardly include accounts generated two or three years later. 
Yet, the trustee in bankruptcy prevailed over the assignee bank. The impli- 
cation of this decision is that an assignee must file new notices of assignment 
daily to be fully protected, a practical absurdity. Since the amendment of 
the Texas statute, the point is moot in Texas, but other state recordation 
statutes employ virtually identical language, and some other court may be 
persuaded to the same view. The only sound answer would seem to be 
amendatory legislation. 


Assignee’s Capacity to Sue 


Even after careful study of the applicable law governing a proposed 
assignment of accounts, and scrupulous compliance with all statutory re- 
quirements, the assignee must bear in mind other considerations affecting 
his position. One such consideration is whether the assignee, or the assignor 
in whose shoes he stands, may sue in the courts of certain states. Many states 
deny this privilege to a corporation doing business there which has failed 
to qualify, some, however, permitting the defect to be cured. While the 
normal accounts receivable operation, with the assignee handling the trans- 
action from its own place of business, probably does not constitute doing 
business by the assignee in any foreign state having contacts with the 
transaction, nevertheless there are many variations which may lead to that 
result, such as the execution of the agreement in the foreign state. The 
assignor, too, may maintain a place of business in a foreign state or make 
sales there in such a manner as to be doing business, and, if not properly 
qualified, the assignee, as well as the assignor, may be foreclosed from suing 
to collect accounts in such state. 


56 Republic National Bank of Dallas v. Vial, 232 F.2d 785 (5th Cir. 1956). The 
Texas statute had been amended in 1955 in such a way as to eliminate this problem, 
but the transactions in question had occurred while the prior law was in effect. See 
Tex. Rev. Strat. art. 260-1 (1948), as amended, Tex. Rev. Srat. art. 260-1 (Supp. 1956). 
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Assignability af Accounts 


Another prerequisite to obtaining a valid and enforceable assignment 
of an account is ascertaining that the account is assignable by the terms 
of the contract or purchase order under which it was generated. Some 
concerns provide in their contract or purchase order forms that the 
seller may not assign the contract or order. There are many variations 
of such restrictive language, some applying only to the performance of 
the contract, others to money due or to become due, and still others to 
both. Sometimes consent of the buyer is expressed as a condition to assign- 
ment, and sometimes any assignment is stated to be “void.” The leading 
case on the subject is the New York case of Allbusen v. Caristo Construction 
Corp.,®" invalidating an assignment which was made in spite of an express 
contractual prohibition against assignment. The court recognized the con- 
flict between the policies of freedom of contract and freedom of assign- 
ability, and also recognized the distinction between a covenant not to assign, 
where a breach would result only in a claim for damages, and an express 
provision invalidating the assignment. The court held that the clear intent of 
the clause before it left it no alternative but to invalidate the assignment if 
violence was not to be done to contractual freedom. While the law is by 
no means clear in many states, it appears that a majority of states would 
follow the Caristo decision. Illinois might well hold to the contrary, based 
upon the distinction between the assignability of performance and of 
proceeds.®® 

Since the Caristo decision, which caused a great stir in the field, 
financing institutions have been very careful to examine all contracts and 
purchase orders to spot restrictive clauses. If the restriction is limited to 
performance, ordinarily the assignment of the resulting account receivable 
is permissible. If, however, the assignment of the proceeds is prohibited, 
the account will not be accepted without an express waiver from the 
account-debtor. In recent years, many purchasers have realized that the 
needs of their suppliers for financing make it necessary, in their own 
interests, either to revise their restrictive clauses or to waive them almost 
as a matter of course when so requested. There is very good reason for a 
contracting party to require that performance of the contract be completed 
by the party with whom he has contracted. There seems little practical 
reason, outside of a theoretical adherence to the principles of contractual 
freedom, to prohibit assignment of the proceeds of a contract. If not 
notified of the assignment, the debtor is fully protected in paying the 


57278 App. Div. 817, 104 N.Y.S.2d 565 (1st Dept. 1951) (mem. dec.), aff'd, 303 
N.Y. 446, 103 N.E.2d 891 (1952). 

58 Cf. Lain v. Metropolitan Life Ins. Co., 388 Ill. 576, 58 N.E.2d 587 (1944); State 
Street Furniture Co. v. Armour & Co., 345 Ill. 160, 177 N.E. 702 (1931); Ginsburg v. 
Bull Dog Auto Fire Ins. Ass’n, 328 Ill. 571, 160 N.E. 145 (1928); Standard Discount Co. v. 
Metropolitan Life Ins. Co., 321 Ill. App. 220, 53 N.E.2d 27 (1st Dist. 1944). 
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party with whom he contracted. If notified, it is no more trouble to pay 
the assignee, against whom he retains all defenses and set-offs which he 
has against the assignor, than to refuse to recognize the assignment, which 
would ordinarily involve correspondence and perhaps even legal interpreta- 
tion. The Uniform Commercial Code, preferring the freedom of assign- 
ability to the deterrent effect of restrictions, has provided that a clause 
attempting to prohibit assignment of proceeds will not be enforced.®® 


Financing Government Contracts 


Financing of government contracts is governed by special laws. 
Agencies other than the federal government are governed by various 
local statutes or ordinances as to the assignment of accounts receivable. 
Claims against the federal government were not assignable until the needs 
of defense production prompted the enactment of permissive legislation in 
1940. The resulting Assignment of Claims Act, as amended, authorizes 
the assignment of the proceeds of government contracts in excess of one 
thousand dollars, provided that a specified notice of the assignment is filed 
with the contracting officer, department, or agency, and with the disbursing 
officer, as well as with the surety on the contractor’s bond. The assign- 
ment is permitted for financing purposes to “a bank, trust company, or 
other financing institution.” 

In the financing of contracts with the federal government, the matter 
of rights of set-off is particularly important. As is the case with any 
account-debtor, assignment of the account does not detract from any rights 
of set-off which have accrued against the assignor. Not only may defenses 
on the contract, the proceeds of which have been assigned, be asserted by 
an account-debtor against an assignee, but any other indebtedness of the 
assignor to the account-debtor may ordinarily be set-off against the amount 
owing on the assigned account. The ordinary account-debtor seldom has 
significant claims to set-off against the assignor, but the assignee must be 
alert to investigate that possibility. The federal government, however, 
frequently has tax or renegotiation claims against a contractor, which may 
be set-off against the money due on the assigned contract. The threat of 
set-off would make large scale financing of government contracts unduly 
hazardous, and in recognition of that fact the act permits the inclusion of 
so-called ‘“‘no set-off” clauses in contracts made by certain departments or 
agencies.®! These clauses state that the government may not assert any set-off 
or counterclaim against an assignee unless arising from the performance of 
the contract underlying the assigned account. These provisions have 
enabled the financing of government contracts on a very satisfactory basis. 


59 UniFoRM COMMERCIAL Cope § 9-318(4). 
60 65 Srat. 41 (1951), 31 U.S.C. § 203 (1952). 
61 [bid, 
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Protection Ageinst Fraud 


The assignee may not safely relax his vigilance even after he has 
obtained a perfected assignment of accounts. One reason, of course, is the 
unusual, but devastating, possibility of fraud. A dishonest borrower can 
retain collections or assign fictitious invoices, but an alert lender will ordi- 
narily be able to detect such practices before they have assumed major 
proportions. By providing that collections made by the borrower under 
a non-notification financing arrangement be turned over in their original 
form and that the lender reserves the right to notify, by exercising that 
right when necessary, and by periodic examination of the borrower’s 
records and verification with account-debtors, the lender will greatly 
minimize any hazard of fraud. 


Necessity of Assignee’s “Dominion” Over the Accounts 


Such “dominion” over the accounts, as it is termed, is likewise basic 
to maintaining the legal validity of the assignee’s lien on the assigned ac- 
counts. The problem arises out of the theory that an assignor’s creditors 
are entitled to rely upon appearances in the assignor’s dealing with his 
property. If the assignor is permitted to retain dominion over the accounts, 
particularly over the disposition of collections, it is supposed that creditors 
may be misled into relying upon the assignor’s unencumbered title to the 
accounts. The Supreme Court, in the famous case of Benedict v. Ratner,®? 
arising under the New York Personal Property Law, held an assignment 
to be “fraudulent in law and void” as to creditors where the assignor was 
allowed what the Court termed “unfettered dominion” over the accounts. 
The result is that lenders must be extremely careful not to permit borrowers 
to retain “unfettered dominion” over assigned accounts. Most important in 
this respect is the handling of collections. The usual form of non-notifica- 
tion financing agreement provides that all collections are made in trust for 
the assignee, and must be turned over to the assignee in the original form 
in which received. If daily remittances are impractical, a special bank 
account may be opened upon which only the assignee may draw, or upon 
which only checks payable to the assignee may be drawn. If collections are 
made at more than one branch office, local bank accounts are employed. 
It is also customary, and necessary, to require the borrower to segregate 
and hold in trust for the lender all merchandise returned by the borrower’s 
customers. Marking of the borrower’s records to show the assignment of 
accounts is also an indication of dominion by the assignee. 

Unless all of the indicia of dominion are not only provided for, but 
are also enforced, the lender may find that he has lost his lien on all assigned 
accounts on the theory that the entire course of dealings is fraudulent and 
void as to creditors. While it is doubtful that a minor deviation in handling, 


62 268 U.S. 353, 45 Sup. Ct. 566 (1925). 
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such as failure to account for a shipment of returned merchandise, would 
be found to constitute unfettered dominion in the borrower, nevertheless, 
the determination is always factual, so that the lender should avoid all 
loose handling if he is not to find himself a general creditor in the event 
of the borrower’s bankruptcy. 

From the viewpoint of the lender, the rule is a hard one, not only in 
its result, but in the operational difficulties it creates in the enforcement of 
the lender’s dominion. Recognizing the deterrent effect on financing, many 
recordation statutes have either ameliorated or repealed the rule of Benedict 
v. Ratner. Some permit merchandise returns and allowances to be made 
without accounting to the assignee. The Uniform Commercial Code repeals 
the doctrine entirely,®* on the theory that a creditor can determine precisely 
whether or not the borrower is financing his accounts by checking the 
public records for a financing statement. 


CONCLUSION 


The many problems of accounts receivable financing, which have by 
no means been exhausted here, reflect the reason why this type of financing 
has become so largely specialized. This specialization, while it has largely 
been dictated by the complexities and uncertainties of the law, has not been 
without its benefits. The specialized commercial finance company or depart- 
ment of a commercial bank is able to analyze the needs, operations, and 
problems of a customer with a great deal of insight, developed through the 
constant process of looking for the “worm in the apple.” The result is often 
a greater accommodation than is possible by any other means of financing, 
as well as special techniques of handling tailored to the customer’s particular 
needs. 

As long as small and moderate sized business has need for additional 
working funds, which is more than ever the case today, the specialized 
financing of inventories and accounts receivable will continue to play an 
important role in our modern credit structure. The development of the 
law to keep pace, as reflected in the Uniform Commercial Code as well as 
in other state legislation in the field, is increasingly in the direction of 
encouraging and protecting this type of financing. It may well be said that 
commercial financing has come of age. 


63 Unirorm CoMMERCIAL Cope § 9-205, 
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Notes 


CONDITIONAL SALES, CHATTEL 
MORTGAGES, AND THE CONFLICT 
OF LAWS 


INTRODUCTION 


A businessman who finances the sale of goods to his customers through 
a security device such as a chattel mortgage or conditional sale contract 
can be reasonably certain that his investment will be protected as long as 
those goods remain within the state where the transaction took place if he 
has complied with the applicable laws of that state. However, chattels have 
become increasingly mobile. Automobiles travel frequently from state to 
state, and even appliances which are normally classed as immovables often 
are Carried to other states by consumers who have changed their residence. 
When a chattel is moved from one state to another, the seller may find that 
the courts of the second state are unwilling to recognize his claim and that 
his interest is no longer protected. A conflict of interests has thus arisen. 
The seller’s title must be protected if the commercial utility of the chattel 
mortgage and conditional sale is to be preserved. On the other hand, the 
general public must be protected from the possibility of a fraudulent sale 
by one who has been put in possession of goods belonging to another but 
who has no authority to sell them. This Note will deal with some of the 
problems which have developed with respect to the interstate operation of 
security devices for tangible chattels. 


PROBLEMS ARISING BETWEEN THE IMMEDIATE PARTIES 
TO A CHATTEL SECURITY TRANSACTION ! 


Although the problem most frequently presented in this area involves a 
seller who has reserved a security interest and a third person who is a 
creditor of the buyer, or who has purchased the chattel from the buyer in 
good faith, certain questions arise which relate directly to the secured seller 
and his consumer.” 

The Restatement of Conflict of Laws states that the validity and effect 
of a chattel mortgage * or conditional sale contract * are governed by the 


1Tt has been suggested that a chattel mortgage is in effect a complete sale with a 
mortgage given back to secure payment of the purchase price. 1 WH£ILLISTON, SALES 
§§ 304, 330, 337 (2d ed. 1924). But a chattel mortgage is not always treated in the 
same manner as is a conditional sale. In this Note the two will be treated together 
except where the legal result would differ with the type of security device used. 

2For purposes of brevity, the conditional vendor or the chattel mortgagee will be 
generally referred to as the secured creditor, and the conditional vendee or chattel 
mortgagor as the debtor. 

8 RESTATEMENT, CoNnFLICT oF Laws § 265 (1934). 


41d. § 272. 
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law of the state where the chattel was located at the time the instrument 
was executed, These statements are based on the theory that title interests 
in any chattel can be created only by the law of the situs.5 This rule, how- 
ever, fails to recognize that a security transaction involves personal obliga- 
tions which arise from the contract itself, as well as property rights arising 
from the transfer of the chattel.6 The courts have not generally followed 
the Restatement, but have treated these personal obligations as being gov- 
erned by contract law, and have therefore applied the conflict-of-laws rule 
applicable to contracts.*? Unfortunately, there is no unanimous agreement 
among the courts as to what these rules are.® 
If, as is most often the case, the contract is made in the same state where 
the chattel is then located, the law of that state will govern the transaction 
under either the contract or situs rule, absent some unusually strong public 
policy against enforcement in the state of the forum.® If, however, the 
parties contemplate at the time of consummating the contract that the 
chattel is to be taken into another state, and is to remain there permanently, 
the law of that state is said to control the rights between the parties.1° There 
are no Illinois decisions that deal directly with this problem, but dicta in 
several cases suggest that Illinois courts would apply the law of the place 
where the chattel was to be used.1! This would be in accord with the 
theory of conflicts law, since the state where the chattel was to be used 
would have the most substantial contacts with the transaction, and would 
seem to be the one most likely to have been contemplated by the parties. 
However, once a valid contract exists between the secured creditor 
and his debtor, the relations between the immediate parties are fixed. The 


5 Id. §§ 42, 49. 


6 Stumberg, Chattel Security Transactions and the Conflict of Laws, 27 Iowa L. 
Rev. 528, 529 (1942). 

7“ |. . [T]he judicial decisions reveal an overwhelming disposition on the part of 
the courts to deal with the problem of the proper law to control the legal relations 
between the immediate parties to chattel security transactions as though it were one 
involving the application of the principles of conflict of laws which ordinarily govern 
with respect to contracts.” Jd. at 529. This use of the contract theory is usually based 
on what the courts call the presumed intent of the parties. See, e.g., Thomas G. 
Jewett, Jr., Inc. v. Keystone Driller Co., 282 Mass. 469, 185 N.E. 369 (1933). 

8 STUMBERG, PriNcIPLES OF CoNFLICT OF Laws 224 (1951). 

® See, e.g., Webster v. Munger, 74 Mass. 584 (1857), where the sale was of a com- 
modity which could not be legally dealt with in the forum state. However, a public 
policy with respect to secret liens usually refers only to the claims of third persons, 
and not to those of immediate parties. Commercial Credit Co. v. Higbee, 92 Colo. 346, 
20 P.2d 543 (1933). 

10 Smith’s Transfer & Storage Co. v. Reliable Stores Corp., 58 F.2d 511 (D.C. Cir. 
1932); Beggs & Co. v. Bartels, 73 Conn. 132, 46 Atl. 874 (1900). 

11 Wheelock, Lovejoy & Co. v. Gill, 366 Ill. 378, 9 N.E.2d 58 (1937); Doumas 
v. Mormella, 251 Ill. App. 397 (4th Dist. 1929); Bridges v. Barrett, 126 Ill. App. 122 
(1st Dist. 1906). 
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creditor need not comply with any recording statutes in order to enforce 
. the contract against his debtor !* “or take other action against him.” 1% 


PROBLEMS ARISING BETWEEN THE CREDITOR IN A CHATTEL 
SECURITY TRANSACTION AND A THIRD PARTY WHO DEALS 
WITH THE CHATTEL AS THE PROPERTY OF THE DEBTOR 


When the Chattel Remains in the Location 
Contemplated by the Parties 


A chattel security device is primarily designed to protect the creditor, 
while at the same time enabling the debtor to have possession of the goods. 
In some states, the security creditor is protected by virtue of his contract 
alone—he is not required to record the contract.4 However, in most states 
the creditor must comply with certain recording statutes in order to keep 
his lien valid against a purchaser for value or an attaching creditor of the 
debtor.!5 From its earliest history, Illinois has by statute required the re- 
cording of chattel mortgages.4® On the other hand, conditional sales con- 
tracts, with the exception of those dealing with railroad equipment,’ are 
valid in this state with no filing requirements whatever.!* There is some 
disagreement among the Illinois courts as to when the local recording statutes 
must be complied with. The majority of the cases adhere to the rule stated 
in Doumas v. Mormella,’® that 


12“We know of no law which requires the recording of a mortgage in order to 
create an obligation between the parties thereto.” Schulze v. Light, 143 S.W.2d 200, 
202 (Tex. Civ. App. 1940). 


13 A chattel mortgagee can bring a criminal action for unlawful disposition of en- 
cumbered property. Itt. Rev. Strat. c. 95, § 8 (1955). Either a chattel mortgagee or a 
conditional vendor can bring a civil action for twice the value of the property against 
a debtor who wrongfully sells to a third party without disclosing the outstanding 
security interest. Id. § 7. 


14 United States Fidelity & Guaranty Co. v. Northwest Engineering Co., 146 Miss. 
476, 112 So. 580 (1927); Goetschius v. Brightman, 245 N.Y. 186, 156 N.E. 660 (1927). 


15 Alabama, Arizona, Delaware, Georgia, Indiana, Mississippi, Nevada, New Jersey, 
New York, Oklahoma, Oregon, Pennsylvania, South Dakota, Washington, West Virginia, 
and Wisconsin. 

16 Tur, Rev. Stat. c. 95, §§ 1-8 (1955). 

ITT, Rev. Stat. c. 114, § 50 (1955). 

18 Tit. Rev. Stat. c. 95%, §§ 74-93 (1955), provides that all motor vehicles belong- 
ing to Illinois residents must be registered and all liens listed, but it is not a recording 
act and failure to comply will not affect the operation of any of the substantive rules 
of law. American States Ins. Co. v. White, 341 Ill. App. 422, 94 N.E.2d 95 (2d Dist. 
1950) (abst. dec.). However, a recent case held that a bona fide purchaser from a 
debtor cannot claim that the security creditor is estopped to assert his title unless that 
purchaser has examined the Illinois registration lists for a possible lien on the car. 
Mori v. Chicago Nat'l Bank, 3 Ill. App.2d 49, 120 N.E.2d 567 (1st Dist. 1954). 


19 251 Ill. App. 397 (4th Dist. 1929). 
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“a chattel mortgage, to constitute a valid lien on personal property, 
must conform to the laws of the State of the situs of the property. . . .” 7° 


This would mean that a contract consummated in I]linois relating to a chattel 
located in some other state would not be governed by Illinois law, but 
rather by the law of that other state. The minority rule was stated in a 
recent Illinois decision which held that where all parties to the contract were 
Illinois citizens, the security interest must be recorded in accordance with 
Illinois law, in spite of the fact that the chattel was at no time located in 
Illinois.2!_ In view of this conflict of authority, it might be wise for any 
chattel mortgagee or any conditional seller dealing in railroad equipment 
to record his interest in Illinois whenever he makes such a contract in IIlinois, 
regardless of the location of the chattel involved. He also should record in 
the state where the property is located, and if the parties contemplate at 
the time of making the contract that the chattel will be taken to, or delivered 
in, another jurisdiction, he should also record under the statute of that 
jurisdiction.?? 


When the Chattel Does Not Remain in the Location 
Contemplated by the Parties 


A more serious problem arises when the chattel is removed from its 
original location by the debtor and taken to another state under circum- 
stances that were not originally contemplated, and while in that other state, 
passes into the hands of a bona fide purchaser for value or creditor of the 
debtor. In such cases, the courts of different states have reached one of 
three results which differ primarily in their treatment of the consent of the 
secured creditor.” 


(1) The lien of the secured creditor is good against the third party only 
if the statutes of the second state are complied with. In effect, courts ad- 
hering to this rule always protect the third party, since the secured creditor, 
not having contemplated the removal, will in all probability not have 
recorded in the second state, State Y. The only way in which he would be 
able to protect his interest would be to record in all states, and this cannot 
be done, since, even aside from the infeasibility of such action, the statutes 


20 Id. at 402. See also Wheelock, Lovejoy & Co. v. Gill, 366 Ill. 378, 9 N.E.2d 58 
(1937); Bridges v. Barrett, 126 Ill. App. 122 (1st Dist. 1906). 

21 Heitman Trust Co. v. Parlee, 314 Ill. App. 83, 40 N.E.2d 732 (1st Dist. 1942). 

*2 Hervey v. Rhode Island Locomotive Works, 93 U.S. 664 (1876). If the juris- 
diction where the chattel is ultimately to be sent does not require recording, a secured 
creditor is protected without having recorded anywhere, even though the state where 
the contract was consummated had a recording requirement. United States Fidelity & 
Guaranty Co. v. Northwest Engineering Co., 146 Miss. 476, 112 So. 580 (1927). 

*3 The consent need not be express; it is sufficient if the parties, subsequent to the 
consummation of the contract, intend or contemplate removal of the chattel to another 
jurisdiction. Carnahan, Tangible Property and the Conflict of Laws, 2 U. Cu. L. Rev. 
345, 371 (1935). 








WInTER | NOTES 637 


of most states make no provision for recording an interest when the parties 
and the chattel have no contacts in the state.24 It has been argued that a 
state has no constitutional power to prefer a local creditor or good-faith 
purchaser over a secured creditor,2> and this view has apparently been 
accepted by the American Law Institute,?® but not by American courts 7? 
or modern text writers 28 to any extent. Assuming that State Y does have 
the power to prefer a third party over a secured creditor, such action has 
only been taken when State Y has a strong public policy against secret liens. 
As stated in the leading case of Turnbull v. Cole: 


“ee 


Judicial comity does not require us to enforce any clause of the 
instrument [conditional sales contract], which, even if valid under 
the lex domicilii, conflicts with the policy of our state relating to prop- 
erty within its borders, or impairs the rights or remedies of domestic 
creditors.’ ” 79 


Illinois has no public policy against enforcement of chattel mortgages. 
Prior to 1925, however, there was in Illinois a public policy against the 
enforcement of conditional sales contracts,®® and the Illinois courts refused 
to recognize the title of the secured seller, even though his interest was 


*4Stumberg, Chattel Security Transactions and the Conflict of Laws, 27 Iowa L. 
Rev. 528, 546 (1942). 


25 1 BEALE, ConFiict or Laws § 50.3 (1935). 


26 RESTATEMENT, CONFLICT OF Laws § 268 (1934), states that the interest of a chattel 
mortgagee cannot be divested by any dealings with the chattel in the second state. 
Section 275 makes the same statement concerning conditional sales contracts. However, 
§ 271 and § 278 suggest that under certain circumstances a second state can divest the 
title of the secured creditor. 


27 Green v. Van Buskirk, 74 U.S. (7 Wall.) 139 (1868); Edgerly v. Bush, 81 N.Y. 
199 (1880). 


28 “Tr would be difficult, however, in the absence of some restraining force operat- 
ing from an outside source, to persuade a court that it does not have power over a thing 
within its actual grasp. Furthermore, an argument based upon an assumption that the 
secured creditor has a title interest of which he cannot be deprived fails to take into 
consideration the true legal relations among the secured creditor, the debtor, and the 
third person.” Stumberg, Chattel Security Transactions and the Conflict of Laws, 
27 Towa L. Rev. 528, 542 (1942). 


2970 Colo. 364, 366, 201 Pac. 887, 888 (1921), quoting Dearing v. McKinnon Dash 
& Hardware Co., 165 N.Y. 78, 87, 58 N.E. 773, 775 (1900). 


30 []linois always has subscribed to the general rule that foreign law, including 
statutes, and rights of action, if transitory and not penal, will be recognized and en- 
forced in this state under rules of comity. Opp v. Pryor, 294 Ill. 538, 128 N.E. 580 
(1920); Stix, Baer & Fuller Co. v. Woesthaus Motor Co., 284 Ill. App. 301, 1 N.E.2d 
796 (4th Dist. 1936). This rule prevails unless the foreign law is contrary to public 
policy. Thomas v. First Nat’l Bank, 213 Ill. 261, 72 N.E. 801 (1904). A conditional sale 
was good as between the immediate parties thereto, but was held to be against public 
policy and fraudulent per se as to third parties. Van Duzor v. Allen, 90 Ill. 499 (1878). 
Nor could a conditional sales contract be filed under the Chattel Mortgage Act, so as 
to give constructive notice. Gilbert v. National Cash Register Co., 176 Ill. 288, 52 NE. 
22 (1898). 
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valid in the state of its creation. But in 1925, the Illinois Supreme Court 
in Sherer-Gillett Co. v. Long ** interpreted sections 20 and 23 of the 
Uniform Sales Act ** to mean that mere possession of the secured chattel 
by the debtor, without more, would not estop the secured seller from assert- 
ing his title against third persons. Thus, since 1925, Illinois has not dis- 
allowed the lien of either a chattel mortgagee or a conditional vendor solely 
because he did not record his lien in the second state. 

Only a few jurisdictions permit a third party to divest a secured creditor 
of his title because he did not record in the second state,** and it is sub- 
mitted that this practice is unsound. It tends to make negotiable instruments 
out of chattels, and to limit the use of the secured sale, which has been a 
great factor in the growth of our national economy. Also, it overlooks the 
fact that the bona fide purchaser has another remedy—that is, a suit against 
his immediate vendor for breach of implied warranty of title.* 

(2) The lien of the secured creditor is good against third parties 
whether or not he has consented to removal of the goods to the second state. 
A few states have statutes which have not affected the common-law rule 
that a conditional sale is everywhere valid against third parties,°* and, there- 
fore, those states can uphold the conditional vendor’s security interest by 
applying either the law of the forum or the law of the state where the con- 
tract was made.3? 

At common law, the chattel mortgagee did not occupy such a favored 
position,®® and consequently these states cannot uphold his interest after 
he consented to the removal, regardless of the absence of applicable statutes. 

In spite of the absence of a statute controlling conditional sales in this 
state, the Illinois courts have wisely refused to uphold the conditional 
vendor’s interest when he consented to the removal of the chattel from 
State Y and into this jurisdiction. If the secured creditor is permitted to 
prevail, the risk of loss is in every case on the person who often can least 
afford it. Secured creditors are customarily large corporations who can 
and do insure against the possibility of an unauthorized disposal of the 


81 Crancer Co. v. Williams, 191 Ill. App. 451 (1st Dist. 1915); Judy v. Evans, 109 
Ill. App. 154 (3d Dist. 1903). But see note 43 infra. 

82 318 Ill. 432, 149 N.E. 225 (1925). 

33 Tut, Rev. Stat. c. 121%, §§ 20, 23 (1955). 

34 Only Colorado and Pennsylvania now conform to this rule. 

35 See Unirorm Sates Act § 13. 

36 Harkness v. Russell, 118 U.S. 663, 7 Sup. Ct. 51 (1886). 

87 If the courts of that second state apply the law of the state where the contract 
was made, or the law of the place where the chattel was located when the contract was 
made, the security interest will be valid, since by our hypothesis, the laws of that state 
were originally complied with. If the law of the forum is applied, the security interest 
will be valid under the common-law rule as stated. Goetschius v. Brightman, 245 N.Y. 
186, 156 N.E. 660 (1927) (applying the law of California); United States Fidelity & 
Guaranty Company v. Northwest Engineering Co., 146 Miss. 476, 112 So. 580 (1927). 

38 Stumberg, Chattel Security Transactions and the Conflict of Laws, 27 Iowa L. 
REv. 528, 542 (1942). 
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chattel by the person in possession of it.8® Usually the third party pur- 
- chaser’s financial means are too restricted to enable him to insure against 
such risks. 

(3) The lien of the secured creditor is good against third parties only 
if the goods were removed to the second state without his consent. When 
the secured creditor has complied with the laws of the state from which the 
chattel was taken, and he has not consented to its removal, he can in most 
states recover the chattel from any third person who has dealt with the 
debtor.*° : 

Illinois courts have always recognized this to be the rule governing 
chattel mortgages,*! and since 1925 42 have held that the interest of a con- 
ditional vendor is likewise protected.** This rule of law provides ample 
protection for the secured creditor, since he can lose his security interest 
only by consenting to the removal of the chattel from the original state of 
its location. It seems fair to the other creditors of the debtor, who have no 
right to attach property which is not the debtor’s. It also seems just to 
apply the rule to third persons who purchase from the debtor, since they 
have notice of possible defects in the debtor’s title arising from the knowl- 
edge that he comes from another state. In most cases, this knowledge is 
coupled with the opportunity to ascertain whether the debtor actually does 
have a clear title to the chattel. For example, in the case of automobiles, 
registry and licensing records can be examined.‘ However, a subsequent 


89 Several insurance companies write policies which will protect the secured 
creditor from loss of the secured chattel due to a conversion of it by the debtor. 

40 RESTATEMENT, CONFLICT OF Laws §§ 268-271 (chattel mortgages), §§ 275-278 
(conditional sales contracts) (1934). 

41 Mumford v. Canty, 50 Ill. 370 (1869); First Nat’l Bank v. Swegler, 336 Ill. App. 
107, 82 N.E.2d 920 (1st Dist. 1948); National Bond & Inv. Co. v. Moss, 263 Ill. App. 187 
(Ist Dist. 1931); Doumas v. Mormella, 251 Ill. App. 397 (4th Dist. 1929); Snow v. 
Breene, 248 Ill. App. 518 (1st Dist. 1928); St. Paul Cattle Loan Co. v. Hansman, 215 IIl. 
App. 190 (1st Dist. 1919). 

42See note 27 supra. Even prior to 1925, some Illinois cases indicated that if a 
conditional sale contract was validly recorded in State X, and the chattel was brought 
to Illinois without the consent of the conditional vendor, he could prevail against third 
parties who dealt with the debtor, but these cases were not considered to be the weight 
of authority. Farmers & Merchants Bank v. Arnold, 58 Ill. App. 349 (1st Dist. 1895); 
Waters v. Cox, 2 Ill. App. 129 (2d Dist. 1878). 

483 Sherer-Gillett Co. v. Long, 318 Ill. 432, 149 N.E. 225 (1925); First Nat’l Bank 
v. Swegler, 336 Ill. App. 107, 82 N.E.2d 920 (1st Dist. 1948); Ford Motor Co. v. National 
Bond and Inv. Co., 294 Ill. App. 585, 14 N.E.2d 306 (1st Dist. 1938); National Bond & 
Inv. Co. v. Larsh, 262 Ill. App. 363 (4th Dist. 1931); Maltby v. Empire Auto Ins. Ass’n, 
239 Ill. App. 532 (2d Dist. 1926). Contra, Doumas v. Mormella, 251 Ill. App. 397 (4th 
Dist. 1929). 

44 See National Bond & Inv. Co. v. Larsh, supra note 43, where the court indicated 
that a prospective car buyer should be put on notice if the car does not have license 
plates. See also Mori v. Chicago Nat'l Bank, 3 Ill. App.2d 49, 120 N.E.2d 567 (1st Dist. 
1954), where the court held that the purchaser of an auto could not claim an estoppel 
against a conditional vendor if he had not examined the title registration lists. 
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bona fide purchaser who deals with the first buyer has no such notice of 
possible irregularities, and for that reason some jurisdictions hold that it 
would be unjust not to protect the bona fide purchaser rather than the 
secured seller.* 

The question thus ultimately seems to be one of business expediency. 
It is arguable that a creditor or purchaser dealing with one in possession of 
property should not bear the loss when it was the secured creditor who put 
the debtor in the position of apparent ownership. If such third persons lose 
with enough frequency, business activity will be slowed by a reluctance on 
their part to buy without unimpeachable proof of ownership. A contrary 
argument can be made for the secured creditors who have on so many 
occasions taken risks in order to extend credit, and who must be protected 
if the American economy is to continue to prosper. The majority of courts, 
including Illinois, have chosen to protect the secured creditors.*® 


CONCLUSION 


None of the three answers given by American courts to the problems 
created by the moving of secured chattels is entirely satisfactory. Favoring 
the third party over the secured creditor in all cases could only lead to the 
creation of negotiable instruments from chattels, and to a tightening of credit 
policies by sellers. Favoring the secured creditor in all cases is unfair to 
third parties who would then always be the losers in case of any bad faith 
on the part of the debtor. The secured creditor can and does insure himself 
against such losses, and he should bear some of them. Third parties generally 
cannot insure against such losses. The majority of cases are decided on the 
somewhat impractical standard of consent to removal. It is true that nearly 
all conditional sales contracts and chattel mortgages contain a clause for- 
bidding removal of the property from the state without the seller’s consent, 
yet it is customary for sellers to enforce this provision only in the case of 
known transients, such as members of the armed forces. 

The adoption of a standardized recording act that would give notice 
to third persons without being unduly difficult for secured sellers to comply 
with would seem to be the best solution. The Uniform Conditional Sales 
Act is the best recording act yet devised, since it makes knowledge rather 
than consent the deciding factor. This act provides that the contract is to 
be filed where the chattel is first located, and then if the chattel is removed 
to another state, a copy of the contract must be filed in that state by the 


45 Kelley Kar Co. v. Finkler, 155 Ohio St. 541, 99 N.E.2d 665 (1951); General 
Finance & Thrift Corp. v. Guthrie, 227 N.C. 431, 42 S.E.2d 601 (1947). 

46 Te must be noted that no matter what theory is adopted to protect the secured 
creditor from losing his claim, the internal law of a state can create a valid superior 
interest. Liens on chattels may be created from the implied consent of the owner; for 
example, mechanical repair of an automobile by a garage. 
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secured creditor within ten days after he learns of the transfer.*7 If such 
_a provision were coupled with one similar to that contained in the Uniform 
Commercial Code *® (which allows the secured creditor four months from 
the date of removal to learn of the transfer), a recording statute essentially 
fair to all parties would result. It is to be hoped that the Illinois legislature 
will consider adopting such a statute. 


M. L. BisHop 


47 Using a statute to change the legal relations between a secured creditor and a 
third party with respect to a chattel wrongfully taken to a second state from a state 
where the contract was executed probably is not a violation of the due process clause. 
Thayer Mercantile Co. v. First Nat’l Bank, 98 N.J.L. 29, 119 Atl. 94 (1922). 

48“... If the security interest was already perfected under the laws of the juris- 
diction where the property was kept before being brought into this state, the security 
interest continues perfected here for four months and also thereafter if within the four 
month period it is perfected here. The security interest may also be perfected here 
after the expiration of the four month period; in such case perfection dates from the 
time of perfection in this state. If the security interest was not perfected under the 
law of the jurisdiction where the property was kept before being brought into this 
state it may be perfected here; in such case perfection dates from the time of per- 
fection in this state.” UNnirorm CoMMERCIAL Cope § 9-103(3). 











Comments 


PROVING DUE CARE IN A WRONGFUL DEATH ACTION 


Requiring the plaintiff to establish the absence of contributory negli- 
gence—as he must in Illinois —has been criticized as a harsh rule.2_ The 
burden of disproof is particularly onerous in a death action when no com- 
petent eyewitnesses are available. The plaintiff in this case is permitted to 
carry the burden by circumstantial evidence. However, when there is no 
evidence whatever as to the exercise of care by the deceased, courts of 
necessity have been compelled to relax the rules of evidence. Three ap- 
proaches have been taken by various courts: to admit evidence of decedent’s 
careful habits in order that an inference of his due care at the time of the 
accident may be raised;* to presume the deceased exercised due care because 
one generally acts in accordance with the instinct of self-preservation;® and 
to shift expressly the burden of proving contributory negligence to the 
defendant.* Although these three methods of meeting the problem are often 
distinguished, a critical analysis will reveal that there is little, if any, differ- 
ence in the result. 

Illinois has consistently held that in the absence of competent eye- 
witnesses, the plaintiff may introduce evidence of decedent’s careful habits 
to raise the inference that the deceased acted carefully at the time of the 
accident.? Most Illinois cases on this point deal with the question of whether 
an eyewitness is available.8 If the defendant can convince the court that 
there was an eyewitness to the accident, evidence of decedent’s habits will 
not be admitted;® or if the evidence has already been admitted, it will be 
stricken.?° 

Although the Illinois court has held that it is proper to instruct a jury 
that it may consider the instinct of self-preservation in connection with evi- 


1 Robinson v. Workman, 9 Ill. 2d 420, 137 N.E.2d 804 (1956); for other jurisdic- 
tions having this rule see 9 Wigmore, EvipENcE § 2507 (3d ed. 1940). 

2 Green, Illinois Negligence Law II, 39 Itt. L. Rev. 116 (1944). 

8 Casey v. Chicago Rys., 269 Ill. 387, 109 N.E. 985 (1915). 

*Id.; for other jurisdictions having this rule see 25 C.J.S., DeatH § 84 (1941). 

5Lamp v. Pennsylvania R.R., 305 Pa. 520, 158 Atl. 269 (1931); for other jurisdic- 
tions having this rule see 25 C.J.S., DeatH § 80(b) (1944). 

6 Castle v. Director-General, 232 N.Y. 430, 134 N.E. 334 (1922). 

7™See note 3 supra. 

8 Whether a person is an eyewitness has raised some difficulty. “The test is not 
whether a witness saw an accident, but whether he observed circumstances from which 
a fact or facts in question necessary to a plaintiff's case may be inferred.” Elliott v. 
Elgin, J. & E. Ry., 325 Ill. App. 161, 180, 59 N.E.2d 486, 494 (1945). Hence, one who 
saw the deceased shortly before or after the accident has been held to be an eyewitness. 
Anderson v. Metropolitan West Side El. Rys., 170 Ill. App. 210 (1912); Cox v. Chicago 
& N.W. R.R., 92 Ill. App. 15 (1900). Contra: Smith v. Kewanee Light & Power Co., 
175 Ill. App. 354 (1902); Missouri Furnace Co. v. Abend, 107 Ill. 44 (1883). 


®Petro v. Hines, 299 Ill. 236, 132 N.E. 542 (1921). 
10 Moore v. Bloomington, D. & C. R.R., 295 Ill. 63, 128 N.E. 721 (1902). 
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dence of deceased’s habits,!! the court has, to date, refused to presume as a 
matter of law that the deceased exercised due care, even in the absence of 
eyewitnesses. In Newell v. Cleveland, C., C. & St. L. Ry., }* the court in re- 
versing a judgment for the plaintiff stated: 


“The jury were not warranted, under the rules of law as recognized 
in this state in presuming, from the mere occurrence of the accident and 
in the absence of any direct testimony as to how it occurred, that the 
deceased was in the exercise of ordinary care for his own safety solely 
because of the well-known instinct which men ordinarily have to pre- 
serve their lives and not destroy them, as was stated in the tenth in- 
struction.” 18 


In Collison v. Illinois Cent. R.R.,\4 the court said that human experience 
shows a man in danger will generally act in accord with the instinct of 
self-preservation. However, the instinct is only operative when danger is 
perceived—it does not keep him from careless acts. The careless act usually 
precedes the moment when the natural instincts for self-preservation are 
aroused. 

The reasons advanced by the Illinois court for not indulging in the pre- 
sumption as a matter of law may be logical and cogent. However, a reading 
of the Illinois cases leads to the conclusion that as a practical matter time 
and money would be saved by merely presuming decedent’s due care when 
there is no eyewitness available. The cases reveal that usually two or three 
witnesses, often relatives of the deceased,!® testify very generally as to his 
habits of care.1® (The defendant, of course, is not permitted to prove con- 
tributory negligence by use of habit evidence.17) A search of the cases 
fails to reveal an instance where a jury, having heard such testimony, has 
found that decedent’s negligence contributed to the cause of the accident.18 


11 Cleveland, C., C. & St. L. Ry. v. Keenan, 190 Ill. 217, 60 N.E. 107 (1901). 

14261 Ill. 505, 104 N.E. 223 (1914). 

13 Jd. at 508, 104 NE. at 224. 

14 239 Ill. 532, 88 N.E. 221 (1909). 

15 See, e.g., Elliott v. Elgin, J. & E. Ry., 325 Ill. App. 161, 59 N.E.2d 486 (1945) 
(plaintiffs’ fathers testified as to the careful habits of their deceased sons); Murray v. 
Pennsylvania R.R., 347 Ill. App. 218, 106 N.E.2d 819 (1932) (mother, father, and 
brother of deceased testified as to his habits of care). 

16 “Testimony as to habit is expressed in words only slightly different from testi- 
mony as to character based upon personal observation of the witness. Thus the habit 
evidence, practically viewed, may be an infringement of the rule against using character 
circumstantially in civil cases . . . as well as being an unaccepted method of proving char- 
acter... .” CLEARY, HANDBOOK OF ILLINOIS EvIDENCE 94 (1956). 

17 Peoria & P.U. Ry. v. Clayberg, 107 Ill. 644 (1883). 

18 The following are cases in which the jury found from the habit evidence that 
the deceased was in the exercise of due care at the time of the accident: Casey v. Chicago 
Rys., 269 Ill. 387, 109 N.E. 985 (1915); Illinois Cent. R.R. v. Ashline, 171 Ill. 313, 49 
NE. 522 (1898); Illinois Cent. R.R. v. Nowicki, 148 Ill. 29, 35 N.E. 360 (1893); Elliott 
v. Elgin, J. & E. Ry., 325 Ill. App. 161, 59 N.E.2d 494 (1945); Ingle v. Maloney, 234 
Ill. App. 151 (1924); Crowe v. Northwestern Malt & Grain Co., 171 Ill. App. 285 (1912); 
Quincy Gas & Electric Co. v, Clark, 109 Ill. App. 20 (1902). 
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The recent case of Robinson v. Workman has language in it which 
may forecast that Illinois is ready to presume the deceased exercised due 
care in a death action where there are no competent eyewitnesses available. 
The court in that case had to decide whether the appellate court had erred 
in reversing a judgment for the plaintiff on the ground that there was in- 
sufficient evidence to support the jury’s findings. There was some testimony 
concerning the decedent’s careful habits, but the court stated: “We must 
consider not only the proof itself but also the presumptions which arise by 
operation of law. This court has frequently held that every presumption 
will be indulged . . . in favor of the human instinct of self-preservation and 
avoidance of danger.” 2° The court by using this presumption found that 
the appellate court erred when it held that there was no proof of decedent’s 
due care. The court then cited the three following cases as supporting the 
use of the presumption: 


In Consumers Co. v. Industrial Comm’n*! a widow presented a claim 
under the workman’s Compensation Act for an award based on her hus- 
band’s death. The defense was that he had committed suicide. In affirming 
an award for the widow, the court stated: 


“.... In the absence of evidence to the contrary it is presumed that the 
love of life and instinct for self-preservation are present in every man. 
In cases where a state of facts exists upon which a theory of suicide or 
a theory of accident might otherwise be equally probable the theory of 
accident will prevail.” 2? 


However, to presume a man did not commit suicide because of the instinct 
of self-preservation and to presume he exercised due care because of the 
instinct are two different propositions. This was noted earlier by the court 
in the Collison case. 

In Cleveland, C., C. & St. L. Ry. v. Keenan,” the court held that it was 
proper to instruct the jury that the instinct of self-preservation could be 
considered in connection with evidence of decedent’s careful habits when 
deciding whether he exercised due care at the time of the accident. The 
court in the Robinson case, on the other hand, used the presumption of 
self-preservation and avoidance of danger, as a matter of law, to find that 
the plaintiff had sustained the burden of proving decedent’s due care. 

In Casey v. Chicago Rys.,24 the court held plaintiff could prove due 
care by the highest type evidence available and that if evidence of decedent’s 


199 ll. 2d 420, 137 N.E.2d 804 (1956). 
207d. at 427, 137 N.E.2d at 808. 

21 364 Ill. 145, 4 N.E.2d 34 (1936). 
22 Id. at 148, 4 N.E.2d at 36. 

3 190 Ill. 217, 60 N.E. 107 (1901). 
*4 269 Ill. 386, 109 N.E. 984 (1915), 
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habits is the highest type available, it is admissible. But, the case did not 
_Mmention the presumption in favor of self-preservation and avoidance of 
danger. 

The raising of the presumption of self-preservation as a matter of law 
where no theory of suicide was advanced seems to be without precedent in 
Illinois. The question left unanswered by the Robinson case is whether the 
court will use the presumption as a matter of law to relieve the plaintiff of 
his burden when there is no evidence of decedent’s careful habits. 

It has been observed that the Illinois court in the past has refused to 
presume the due care of the deceased as a matter of law.?> It has felt that 
the instinct of self-preservation has too meager a probative value to justify 
the presumption that the deceased acted with care. Many courts similarly 
refuse to admit evidence of decedent’s careful habits because they believe 
the probative value of such evidence is too slight to raise the inference that 
he acted in a like manner on a specific occasion.2® New York, on the other 
hand, has rejected both of these views 27 and by statute 2° shifted the burden 
of proving contributory negligence to the defendant in death cases. 

In final analysis, all three methods seem to arrive at the result that the 
defendant in these cases has the burden of proving the deceased’s negligence. 
Illinois seems to be wasting the time of the court and the parties by requiring 
evidence of decedent’s careful habits, since the juries have invariabiy inferred 
from this evidence that the deceased exercised due care at the time of the 
accident. Realistically, the plaintiff's burden of disproving contributory 
negligence under the Illinois view is no burden at all and must be carried 
by the defendant if he is to win his case. If the presumption of due care 
is used, the burden is shifted to the defendant.” By stating simply that the 


25 Newell v. Cleveland, C., C. & St. L. Ry., 261 Ill. 505, 104 N.E. 223 (1914); cases 
in which other jurisdictions rejected the preszmption of due care theory are collected 
in Annot., 84 A.L.R. 1221 (1933). 

26 “A dmitting evidence of careful habits in death cases is a concession to the diffi- 
culty of proving due care by other means in the absence of eyewitnesses. It affords a 
doubtful basis for admitting habit evidence generally to invite the inference that the 
person on a specific occasion probably acted consistently with his habits.” Cxeary, 
HANpBook oF ILLINOIS EvIDENCE 94 (1956). See also 1 Wicmore, Evipence §§ 64, 65 
(3d ed. 1940). Cases in which various jurisdictions refused admission of evidence of a 
decedent’s careful habits are collected in Annot., 15 A.L.R. 125 (1921). 

27 Zucker v. Whitridge, 205 N.Y. 50, 98 N.E. 209 (1912) (rejected the habit evi- 
dence theory); Wiwirowski v. Lake Shore & M. S. Ry., 124 N.Y. 420, 26 N.E. 1023 
(1891) (rejected the presumption of due care theory). 

28.N.Y. Cope or Civit Procepure § 841(b). 

29 There is a conflict among authorities as to the effect to be given a presumption. 
There is authority that the presumption is mandatory, as respects its effect on the jury, 
in the absence of any evidence to rebut it, but disappears when evidence to rebut it is 
introduced. See THAYER, PRELIMINARY TREATIES ON EvIDENCE 317-326 (1898); 9 Wic- 
MORE, EvIDENCE §§ 2490-2492 (3d ed. 1940). But see McCormick, HaNnpBook OF THE EvI- 
DENCE § 308 (1954); Morcan, Basic ProsLemMs oF EvipENce 30-41 (1954); UNirorMm 
Rutes or Eyiwence, Rule 14 and comment. 
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burden is on the defendant, the ultimate result of these two methods could 
be reached without the use of judicial metaphysics. 


CLARENCE W. DeMoss 


THE DOCTRINE OF LATERAL SUPPORT IN ILLINOIS 


Lateral Support and Negligent Excavation Distinguished 


The doctrine of lateral support as applied in this and the majority of 
American jurisdictions is limited to the right of a landowner to have his 
soil in its natural state supported, “when necessary,” + by the land adjacent 
to it.? It is essential to an accurate analysis of this doctrine to bear in mind 
the distinction between the right of lateral support and the right of action 
for negligent excavation.? The former is an absolute‘ property right, and 
any excavation on the adjoining land, whereby the support is removed, 
causing one’s own land to slip or fall away of its own weight, constitutes an 
actionable invasion of that right.5 Recovery will be granted normally only 
to the extent of the injury to the land in its unimproved condition.* Trespass 
was the appropriate common-law form of action to recover for its breach.” 
On the other hand, the gist of a suit for negligent excavation is the defend- 
ant’s failure to exercise due care in accomplishing the excavation.® Factually 
it may involve, but does not depend upon the right of lateral support.® 
Assuming that negligence is established as the proximate cause of the injury, 
recovery will be allowed for all damages to both the land and improvements 
thereon.!° Trespass on the case was the proper common-law action in which 
to seek redress for a wrong of this nature.!! Despite the importance of these 


1 City of Quincy v. Jones, 76 Ill. 231, 241 (1875); Korogodsky v. Chimberoff, 256 
Ill. App. 255, 257 (1930). 

2 Best Mfg. Co. v. Peoria Creamery Co., 307 Ill. 238, 138 N.E. 684 (1923); Nevins 
v. Peoria, 41 Ill. 502 (1866); Hepburn v. Maddox, 340 Ill. App. 34, 91 N.E.2d 107 (3d 
Dist. 1950); Young v. Cleveland, C., C. & St. L. Ry., 203 Ill. App. 39 (4th Dist. 1916); 
3 Tirrany, Rea Property § 752 (3d ed. 1939) (hereinafter cited as TirFANy); Annot., 
50 A.L.R. 486 (1927); Leesman, The Significance of the Doctrine of Lateral Support as 
a Real Property Right, 16 Itt. L. Rev. 108 (1921). 

3 Mamer v. Lussem, 65 Ill. 484 (1872); 3 Turrany § 752; Leesman, supra note 2; 
Note, 6 Joun Marswatt L.Q. 33 (1940). 

43 Tirrany § 752; Annot., 50 A.L.R. 486 (1927). 

5 Schroeder v. Joliet, 189 Ill. 48, 59 N.E. 550 (1901); Mamer v. Lussem, supra 
note 3; 3 Tirrany § 752. 

63 Tirrany § 752; Annot., 50 A.L.R. 486 (1927); Leesman, supra note 2; Note, 
6 Joun Marsuaty L.Q. 33 (1940). 

7 Mamer v. Lussem, supra note 3; Leesman, supra note 2; Note, 6 JoHN MarsHALL 
L.Q. 33 (1940). 

8See note 7 supra; 3 Tirrany §§ 752, 753. 

® Note, 6 Joun Marsuaty L.Q. 33 (1940). 

10 See note 6 supra. 

11 See note 7 supra. 
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distinctions in understanding the respective legal theories, it is interesting 
to note that not a single Illinois case has been discovered in which the 
decision rested squarely upon the common-law right of lateral support, 
independent of negligence. 


Illinois Cases Analyzed 


This chronological analysis is intended to emphasize the rights and lia- 
bilities of an owner contemplating excavations on his land. Consequently, 
attention is focused on situations where the parties are both private indi- 
viduals as distinguished from cases involving municipalities.!” 

In Mamer v. Lussem,}® an action of trespass, the court indicated by way 
of dictum, that recovery could be had for damages to both the land and 
buildings, if the injury was occasioned by a slipping of plaintiff’s land due 
to its own weight. Such injury constitutes a trespass,!* and the defendant 
would be liable for all natural and probable consequences of his wrongful 
act.15 Furthermore, the court stated that the plaintiff could not recover in 
an action of trespass if his land gave way because of the additional weight 
of the house, implying that recovery under such circumstances could be 
permitted only in an action on the case for negligent excavation. It is now 
firmly established that in the latter situation, damages are awarded to the 
full extent of the injury to both land and structures thereon.?® 

The analogous right of subjacent support was the gist of a negligence 
action in Wilms v. Jess.17 A dictum therein favors liability for damages 
to both buildings and land where an injury would have resulted even in the 
absence of the increased weight of the structures on plaintiff’s land. 
Tiffany, in his discussion of the doctrine of lateral support, says that this is 
the settled rule in England and in some American jurisdictions.'® 

In Garvy v. Coughlan, maintaining an open excavation 200 feet long, 
50 feet wide, and 10 feet deep, exposed to the elements for a period of three 
years, was held to be a breach of the excavator’s duty to exercise reasonable 


12TIn Illinois, where a municipality is the defendant, the doctrine of lateral support 
is closely interwoven with specific constitutional provisions. See Itt. Const. art. II, 
§ 13; Cuneo v. Chicago, 379 Ill. 488, 41 N.E.2d 473 (1942); Barnard v. Chicago, 270 
Ill. 27, 110 N.E. 412 (1915); Schroeder v. Joliet, 189 Ill. 48, 59 N.E. 550 (1901); 
Rigney v. Chicago, 102 Ill. 64 (1882); Nixon v. Chicago, 212 Ill. App. 365 (1st Dist. 
1918). On problems incident to easements of support see 3 Tirrany, §§ 753, 779; 
Annot., 50 A.L.R. 516 (1926); and Leesman, supra note 2. 


1365 Ill. 484 (1872). 

141 CALLAGHAN, Itt. Dicest § 2 (3d ed. 1955); Note, 6 Joun Marsnaty L.Q. 33 
(1940). 

153 TirFany § 753. 

16 Annot., 50 A.L.R. 486 (1927), and authorities cited therein. 

1794 Tll. 464 (1880). 

183 Tirrany § 753. 

1992 Ill. App. 582 (ist Dist. 1901). 
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care. The injury to plaintiff’s adjacent buildings was such as should reason- 
ably have been anticipated as a necessary consequence of defendant’s con- 
duct, which was sufficient to constitute ordinary negligence. In Noceto v. 
Weill,?° the court sustained a judgment for the plaintiff based on negligent 
excavation. It pointed out, however, that he could not have recovered for 
the damage to his building for the mere withdrawal of lateral support from 
his soil if it were done with reasonable care and skill to avoid unnecessary 
injury. It will be noted that neither the Noceto case nor Snyder v. Sass,?1 
another decision to the same effect, makes any distinction between injury 
to a building resulting from the subsidence of land which would have 
occurred even without the added weight, and injury arising where the land 
would not have fallen away in the absence of the structure. It would appear 
that the courts err in failing to make the distinction, but the omission is 
common not only in decisions of this state but in those of other jurisdic- 
tions which uniformly hold that, absent negligence, there can be no recovery 
for damage to structures on the land.” 

Snyder v. Sass also cited authority for the proposition that in exercising 
reasonable care to preclude injury to the structures on his neighbor’s land, 
the excavator is not required to go to extraordinary expense nor furnish 
artificial support to the adjoining property, except in so far as is necessary 
to prevent the land from shifting of its own weight.” In fact, the Snyder 
case which is in accord with the Missouri rule,?4 seems to indicate that the 
adjoining owner, having been notified of the nature and extent of the 
excavation, is required to safeguard his own property. If he refuses upon 
request to furnish the necessary support, and the excavator assumes this 
responsibility at his own expense, the excavator may recover such costs.” 

In Best Mfg. Co. v. Peoria Creamery Co.,?® the lessee of the damaged 
premises recovered for the injury to his leasehold, damage to machinery, 
and lost profits, in an action based on negligent excavation. An eighteen- 
foot alley separated the parties’ premises, and the natural lay of the land 
was such that the defendant’s property was lower. Despite unfavorable 
weather conditions, the work was commenced during the winter, and the 
excavation remained open for some four months when the defendant’s props 
gave way, causing the alley to cave in. Defendant had been warned prior 
to the cave-in that its measures to prevent injury were insufficient, but no 
further precautions were taken. The court decided that the defendant 
was guilty of negligence and that notice to the owner of the leased premises 


20 166 Ill. App. 162 (1st Dist. 1911). 

21174 Ill. App. 205 (1st Dist. 1912). 

223 Tirrany § 753. 

23 Lasali v. Holbrook, 4 Paige Ch. (N.Y.) 169 (1833). 

24 Fads v. Gains, 58 Mo. App. 586, 593 (1894). 

5 Ibid. Contra, Korogodsky v. Chimeroff, 256 Ill. App. 255 (1st Dist. 1930). 
26 307 Ill. 238, 138 N.E. 684 (1923). 
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to protect his wall was of no avail as a defense. It is submitted, however, 
that despite the intervening alley, recovery could have been granted on the 
basis of the doctrine of lateral support 27 since it appears that the soil would 
have given way of its own weight. The defendant’s wrongful act deprived 
the plaintiff of his natural right to have his land supported by the adjacent 
alley; therefore, liability should attach. 

The decision in Korogodsky v. Chimberoff *® differed from the view 
seemingly expressed by the same court in the earlier Snyder case. In deny- 
ing the plaintiff-excavator recovery for expense incurred in shoring up his 
neighbor’s adjoining property after the latter’s refusal to do so, the court, 
without referring to the Snyder opinion, repudidated the Missouri rule 7° 
upon which its former decision had been based.°° Despite this about-face, 
the court seemed to have applied the general principles of lateral support 
and the usual rule that one excavating is required to exercise reasonable care 
and skill, in view of the character of the building and the nature of the soil, 
so as to avoid unnecessary harm to the adjoining premises. The court held 
that the plaintiff-excavator was obligated to provide the artificial support if 
necessary in the exercise of reasonable care. It also noted that if shoring 
was not reasonably necessary the defendant would be bound to suffer the 
consequences of any injury to his property. The question remains open, 
however, whether the person excavating must furnish sufficient support for 
only the adjacent land or for the land in its improved state. The former 
would seem to be the only answer consistent with the basic premise that 
the right of lateral support extends only to the land in its natural state, but 
there can be no certainty that such will be the effect of subsequent decisions. 
There has been no significant Illinois decision concerning any phase of the 
doctrine of laterial support since the Korogodsky case. 


Summary 


Based upon the foregoing analysis, it is believed that the current status 
of the doctrine of lateral support in Illinois may be summarized as follows: 


(1) Even in the absence of negligence, there is always a right to recover 
for injury to unimproved land caused by the removal of lateral support. 

(2) Absent contributory negligence,*! there is always a right to recover 
for injury to improved land for damages to both land and buildings, where 
the injury was caused by negligent excavation, even though the land would 
not have subsided without the additional weight of the buildings. 


273 Tirrany § 752. 


28 256 Ill. App. 255 (1st Dist. 1930); contra, see Snyder v. Sass, 174 Ill. App. 205 
(1st Dist. 1912), and authorities cited therein. 


29See Eads v. Gains, 58 Mo. App. 586 (1894); see Annot., 129 A.L.R. 623 (1940). 
30 Snyder v. Sass, supra note 28. 
31 Weinstock v. Manaster, 195 Ill. App. 466 (1st Dist. 1915). 
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(3) Where the land is improved and there is no negligence and the 
injury would not have occurred without the added weight of the structures, 
there can be no recovery. 

(4) The law is not clear with regard to the removal of lateral support 
from improved land where there has been mo negligence but where the land 
would have fallen away solely of its own weight. There is some indication 
that no recovery will be allowed. However, there is also some support for 
the position that the owner may recover for damages to both the land 
and buildings. There is stronger support for the view that he can recover 
only for the injury to the land. 


Conclusion 


As a practical matter, the cases seem to substantiate the proposition that 
the naked right of lateral support is of little legal significance. On the other 
hand, it appears that the excavator’s primary concern has been and will con- 
tinue to be the problem of avoiding negligence, a more fertile field of litiga- 
tion. In any event, notice should be given of the nature and extent of the 
excavation and the probability of injury to the adjacent owner. The ex- 
cavation and construction should then proceed in accordance with pro- 
fessionally accepted engineering standards.*? Where possible, it would seem 
advisable to conclude an agreement beforehand with other interested parties 
as to the responsibility of each for any damages which might ensue.®* 


JosepH A. Morrissey 


32 Note, 6 JouN Marsnaty L.Q. 33 (194). 
88 Annot., 50 A.L.R. 515 (1927). 








Recent Decisions 


COVENANTS—Restrictive Covenant Held Enforceable by Property 
Owners Association. (Illinois) 


A realty corporation subdivided land which it owned and conveyed 
all the lots to various grantees. A plat of the subdivision which contained 
a covenant restricting the type of construction on the premises was recorded. 
The language therein recited the right of the grantor subsequently to cause 
the formation of a property owners’ association to whom it might assign 
che right of enforcement of the covenant. Such an association was later 
formed and incorporated and, as the assignee of the grantor, sought injunc- 
tive relief for a breach of the covenant by the defendant, a remote grantee 
who took with notice of the provisions of the covenant. Defendant’s motion 
to dismiss was sustained. On appeal, held: Reversed. An association, as 
assignee of the grantor, is upon equitable principles the proper party to 
enforce a restrictive covenant where that covenant was recorded, and where 
it provides that the right of enforcement might be assigned to a property 
owners’ association later to be formed. Merrionette Manor Homes Improve- 
ment Ass'n v. Heda, 11 Ill. App.2d 186, 136 N.E.2d 556 (1956). 

There are various methods employed by private persons for restricting 
land usage. One of these is by means of reserving an easement in lands that 
are conveyed, and another is by the use of a restrictive covenant in a deed. 
Under different circumstances, a restrictive covenant is enforceable either at 
law or in equity. In every covenant, some promise is demanded of the cov- 
enantor, and the fulfillment of the promise is looked upon as being a benefit 
to the covenantee.? The burden or the benefit may be personal to the parties 
to the covenant, or, if it meets certain requirements, it may attach and be- 
come appurtenant to lands involved in the transaction.’ In the latter case, 
the covenant is said to run with the land and thereby bind or benefit all 
those who succeed to the respective interests therein. At Jaw, the prerequi- 
sites to its running are: first, that the original parties to the agreement 
intend it to run; second, that the covenant “touch and concern” the land;* 


1 The concern here is with promises respecting the use of land other than the usual 
covenants for title. 

2In equity, the beneficiary might also be any other upon whom the covenantor 
and covenantee agree. This, at least, appears to be the rule of the instant case. 

The promise may require the doing of an affirmative act, such as the maintenance 
or construction of installations, or the rendition of specified services; or it may operate 
only as a restriction, such as an agreement not to build designated structures, or not to 
conduct a specified business on the land. 5 PowELt, REAL Property 139 (1956). 

35 PowELL, op. cit. supra note 2. 

*It is agreed among the text writers that Professor Bigelow has suggested the most 
useful criteria as to the meaning of “touch and concern.” According to his test, if the 
promisor’s legal interest in land is rendered less valuable by performance of the promise, 
then the burden of the promise touches and concerns the land. If, on the other hand, 
the promisee’s legal interest in land is rendered more valuable by performance of the 


651 








652 LAW FORUM [VoL. 1956 


and third, that there be “privity of estate” between the person benefited and 
the party burdened.® It is readily apparent that the classes of persons who 
can enforce the covenant are extremely limited by the application of these 
principles.® 

In 1834, a decision of the English courts held that the running of bur- 
dens as between owners in fee was an improper violation of the public policy 
against encumbering land.? Equity then came partially to the rescue with 
the case of Tulk v. Moxhay,® which has since become the foundation for 
all present law on the subject of “equitable servitudes,” which is the equi- 
table enforcement of restrictions in a deed. In the case of Frye v. Partridge,® 
Illinois early recognized the jurisdiction of equity in cases involving re- 
strictive covenants. Inquiries have since been confined, for the most part, 
to the problem of who has the right to enforce such covenants. 

The instant case is important for the light it casts upon this subject by 
its analysis of the most significant Illinois precedents. After reviewing Hays 
v. St. Paul Methodist Episcopal Church, and Brandenburg v. Country Club 
Bldg. Corp.,"' the court restates the rule that in Illinois, the complainant 


promise, then the benefit touches and concerns the land. Under this approach one 
important question remains: whether the burden or benefit of a promise may run 
separately, i.e., whether both benefit and burden must touch and concern. “Such a 
result is one to be avoided if possible.” 5 PowELt, op. cit. supra note 2, at 172-73. 

Judge Clark has concluded that the burden of a covenant may run with the land 
even where the benefit does not, i.e., a covenant can be real as to its burden and personal 
as to its benefit if the parties so intend. CLARK, CovENANTs AND INTERESTS RUNNING WITH 
THE LAND 101 (2d ed. 1947). See also RESTATEMENT, Property, Introductory Note 
§ 541-553 (1944); Leesman, Covenants Running with the Land in Illinois, 14 Inv. L. Rev. 
395 (1920); Note, 24 Cornett L.Q. 133 (1938); 18 B.U.L. Rev. 764 (1938). 

5 There are apparently three views as to what constitutes privity of estate: (1) The 
most demanding view finds privity only where the promisor and promisee are in a 
tenurial relation. (2) Under the Massachusetts’ doctrine, privity means the simultaneous 
existence of interest of both parties in the same land, e.g., in easement cases privity is 
found between dominant and servient owners. (3) The most liberal concept requires 
only that the person presently claiming the benefit or being subjected to the burden, 
shall be shown to be the successor to the interest of the original person so benefited or 
burdened. This view has the support of Judge Clark. Ciark, op. cit. supra note 4, at 
111. 

6 At law, the intention of the original parties to the agreement is never interpreted 
out of the context of the requirement of privity, and the concept of touching and 
concerning. In any case, however, the result depends upon what view the court takes 
of the meaning of privity. 

7 Keppell v. Bailey, 2 Myl. & K. 517, 39 Eng. Rep. 1042 (Ch. 1834). 

82 Ph. 774, 41 Eng. Rep. 1143 (Ch. 1848). 

982 Ill. 267 (1876). 

10 196 Ill. 633, 63 N.E. 1040 (1902). The plaintiff was a relative of the defendant’s 
remote grantor, and owned lands adjacent to those transferred through mesne convey- 
ances from the grantor to the defendant. While relief was denied the plaintiff, the court 
nevertheless advised that the result would have been otherwise had she proved the orig- 
inal parties to the covenant intended the restrictions for the benefit of her premises. 


11 332 Ill. 136, 163 N.E. 440 (1928). A grantee of the covenantee sought injunctive 
relief against the grantee of the covenantor’s estate. The court said that a purchaser 
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in an action in equity to enforce a restrictive covenant is not required to 
demonstrate privity of estate with the defendant. It should be noted, how- 
ever, that in both of these prior cases, the complainants, although they 
were not parties to the original covenant, were owners of estates which they 
contended were meant to be benefited by the parties to that covenant. While 
these cases nullified the importance of privity in equity, nevertheless, there 
was basis for supposing them to leave otherwise undisturbed the require- 
ment that the complainant show ownership of a benefited estate. 

The subsequent Illinois decision of Van Sant v. Rose,? by giving 
injunctive relief against a covenantor to a covenantee who retained no lands 
in the vicinity, challenged the validity of the proposition that such a com- 
plainant had to show ownership of a dominant estate. It appeared by the 
Van Sant case that all that was required to give equity jurisdiction was first, 
a showing of an intention on the part of the original parties that the plaintiff 
should be benefited, and second, notice, either actual or constructive, to the 
burdened party that the burden was appurtenant to the lands to which he 
succeeded.!8 Although some writers have questioned the soundness of this 
decision, it has nevertheless remained a part of Illinois law.1* Attempts to 
justify its holding have emphasized the importance of the court’s reference 
to the covenant as a reservation of an interest in the property conveyed,!® 
and have concluded that it is probable that the court regarded that interest 
as a negative easement.1® 

The instant case, in relying upon the New York case of Neponsit Prop- 
erty Owners’ Ass'n v. Emigrant Industrial Bank," embraces the rule of 
Van Sant v. Rose, which was the only precedent cited by the New York 


will be bound by the restrictions in his predecessor’s deed so long as they are not 
opposed to public policy or in restraint of trade. Mere breach is sufficient to give equity 
jurisdiction. Relief was denied, but only on the ground of laches. 

12 260 Ill. 401 (1913). 

18 Notice the modification of what had apparently been the rule: “(1) precedent 
agreement in some form by which a restriction is imposed upon the lot owned by the 
defendant for the benefit of the lot owned by the plaintiff; (2) in case the agreement 
is made by the defendant’s predecessor in title, notice in some form to the defendant 
of the fact and nature of the agreement.” (Emphasis added.) McCarthy, Restrictive 
Covenants, 1955 U. Inu. L. Forum 724-725. 

14 See, e.g., Leesman, supra note 4, at 480, 486. 

15“They were the original covanantees and by their conveyance of the property 
reserved an interest in it... [which] ... [t]hey had a right to reserve . . . and this 
right was not dependent upon ... [their] . . . having other property in the vicinity that 
would be affected by a breach of the covenants or that they should in any other man- 
ner sustain damages.” Van Sant v. Rose, supra note 12. 

16 Previously, a land interest was thought necessary in order to give equity juris- 
diction. If none could be found, damages for the breach were thought adequate. See 
Leesman, supra note 4, at 480, 486. 

17 278 N.Y. 248, 15 N.E.2d 793 (1938). With the single exception that the Neponsit 
covenant was affirmative rather than restrictive or prohibitive, the case is identical to 
the instant case. 
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court for its conclusion that a complainant need not show ownership of a 
benefited estate. Instead of such ownership, the Neponsit case, the Van Sant 
case, and the instant case require only that the complainant be one intended 
to be benefited by the express terms of the original covenant, and that the 
defendant have notice of his obligation. While ownership of a benefited 
estate may not be imperative, it is probably inaccurate to suppose that these 
cases would abrogate its importance. Where such dominant ownership is 
present, it would undoubtedly be regarded as almost conclusive evidence 
of an intention that the owner be benefited. But these cases seem to hold 
that evidence of an intention to benefit the particular complainant may be 
found from other circumstances, and that where such an intention is clearly 
found, and where it is shown that the defendant had notice of his obligation, 
equity will enforce the covenant. The defendant in the present case clearly 
had notice, for the covenant was recorded and it provided that the intention 
of the original parties was to benefit “a property owners’ association later 
to be formed.” 

It is suggested, therefore, that to interpret the Merrionette case to hold 
that the complainant derived its right to enforce the covenant merely because 
it is an assignee of a covenantee, is to misconstrue the “equitable principles” 
that the court applied. The case does not go so far. The complainant ap- 
peared in court not merely as an assignee of an interest in realty, but as one 
intended to be benefited. The only realty interest which might be the sub- 
ject of such an assignment would be of the same kind as that which a few 
writers found reserved by the covenantee in the Van Sant case. This would 
be nothing more than a negative easement in gross, and being non-com- 
mercial, the traditional view would be that such an interest is not assign- 
able.1* If for the sake of conforming to established concepts, a realty interest 
in the complainant must be found, the view might be taken that since the 
complainant was intended to be benefited originally, an easement in gross 
was directly created in its behalf.!® 


18 There is a serious difference of opinion on the question whether an easement 
in gross is assignable, but there seems to be a considerable body of law holding them 
unassignable. Judge Clark notes this divergence of views but cites the Michigan case of 
Stockdale v. Yerden, 220 Mich. 444, 190 N.W. 225 (1922) for the proposition that, “The 
great weight of authority supports the doctrine that easements in gross, properly so 
called because of their personal character, are not assignable or inheritable, nor can 
they be made so by any terms in the grant.” CLARK, op. cit. supra note 4, at 70. But 
see Vance, Assignability of Easements in Gross, 32 Yate L.J. 813 (1923). 

19 Commenting on the rule of the Van Sant case, which is the motivating principle 
of the instant decision, the Ohio Court in Huber v. Guglielmi quotes from Mr. Justice 
Stone: “‘And this, it is submitted, is the view which should prevail. There is no 
reason why equity, which has made a distinct advance over the rule of property recog- 
nizing that equitable rights in personam are themselves a species of property worthy of 
protection, should set limits upon the protection which it affords, by analogy to rules 
of property developed before Sir Edward Coke’s time and which it has actually to some 
extent supplanted.’ [18 Colum. L. Rev. 291, 313 (1918)]. 
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Whatever view of the case is taken, however, the result itself is sound 
and may be sustained upon another rationale which the court provides. 
While the corporate character of the plaintiff association should not be 
ignored, it ought to be recognized that it “was acting as agent or repre- 
sentative of the property owners ... [who] ... were expected to and did 
look to that organization as the medium through which enjoyment of their 
common rights might be preserved equally for all.” It is suggested that the 
result is also justified under a third party beneficiary theory.”® In this age 
when property owners’ associations play so important and convenient a role 
in modern housing programs, a rule which would extend to them the right 


of enforcement seems highly desirable. 
H. Epwarp Keer, Jr. 


CRIMINAL LAW—Probation Revoked Upon Refusal To Testify Before 
Grand Jury. (Federal) 


Kaplan pleaded guilty in a federal district court to a charge of narcotics 
sales and requested probation, which was granted on the usual conditions.’ 
Approximately seven weeks later, he was called before a grand jury and 
asked to reveal the source of his narcotics. He refused to answer because of 
fear for his personal safety.2_ He was then ordered by the district court to 
testify and again refused on the same grounds. That court found him guilty 


“In other words, a covenant solemnly entered into and scrupulously adhered to 
by one party is enforceable by such party in equity, and such right will not be defeated 
by a quibble over the terms ‘easement’ and ‘servitude’ and by the cast iron fetters that 
anciently applied to those terms.” 29 Ohio App. 290, 163 N.E. 571 (1928). 

20 RESTATEMENT, Contracts § 133 (1932): “(1) Where performance of a promise 
in a contract will benefit a person other than the promisee, that person is, except as 
stated in Subsection (3): (a) a donee beneficiary ... [or] ... (b) a creditor bene- 
ficiary. . .. (3) Where it appears from the terms of the promise in view of the 
accompanying circumstances that the purpose of the promisee is to benefit a beneficiary 
under a trust and the promise is to render performance to the trustee, the trustee, and 
not the beneficiary under the trust, is a beneficiary within the meaning of this Section.” 

1 The district court imposed the following conditions: “(a) Refrain from the viola- 
tion of any state and federal penal laws. (b) Live a clean, honest and temperate life. 
(c) Keep good company and good hours. (d) Keep away from all undesirable places. 
(e) Work regularly. When out of work, notify your probation officer at once. (f) Do 
not leave or remain away from the city or town where you reside without permission 
of the probation officer. Notify your probation officer at once if you intend to change 
your address. (g) Contribute regularly to the support of those for whose support you 
are legally responsible. (h) Follow the probation officer’s instructions and advice. The 
Probation Law gives him authority to instruct and advise you regarding your recrea- 
tional and social activities. (i) Report promptly on the dates set forth. If for any 
unavoidable reason you are unable to do so, communicate with your probation officer 
without delay.” Kaplan v. United States, 234 F.2d 345, 347 (8th. Cir. 1956). 

2 One Jeffrey Taylor was mysteriously shot to death twelve days before Kaplan’s 


trial after having been fined and placed on probation for narcotics violation. St. Louis 
Post-Dispatch, April 8, 1954, § A, p. 3, col. 2. 
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of civil contempt of court and ordered him confined until he should testify. 
Later, a government counsel filed a petition to revoke his probation. After 
a hearing, probation was revoked and the defendant was imprisoned. The 
ruling was based “solely on the adjudication of contempt.” On appeal, 
held: Affirmed. The court did not abuse its discretion. The probationer 
was bound to obey the court’s “reasonable directions” to testify and it was 
within the court’s power to modify probation conditions so as to include 
testimony before the grand jury. Kaplan v. United States, 234 F.2d 345 
(8th Cir. 1956). 

The aim of the Probation Act,® as reflected in the debates of the legis- 
lators who passed it, in court interpretation,5 and in statements of law 
enforcement officers,® is to rehabilitate the offender who has not yet devel- 
oped into a hardened criminal. A Senator who supported passage of the 
Act remarked: “It is the purpose of society to return back the man con- 
victed, especially in the first instance, with as little stigma upon him and as 
nearly fitted to become a good citizen again as possible.” * This purpose is 
modified, however, by an admonition in the statute that courts must consider 
the interests of justice and of the public as well as those of the offender. 
The statute enables the courts to deal with changing circumstances by 
expressly allowing them to alter probation conditions at any time. The 
power to suspend imposition of criminal sentences and grant probation rests 
in the sole discretion of the district judge, as does the power to revoke pro- 
bation once granted. The reviewing courts liberally construe this discretion, 
allowing district courts a relatively free hand in administering probation.® 

Burns v. United States® is the leading case delineating the framework 


343 Srat. 1259 (1925), as amended, 18 U.S.C. § 3651 (1952). Prior to 1925 many 
federal courts had developed informal methods of suspending sentences where it ap- 
peared desirable. Ex parte United States, 242 U.S. 27, 37 Sup. Ct. 72 (1916), held that 
this practice was beyond court jurisdiction. This directed Congressional attention to the 
need for probation legislation. 

*66 Conc. Rec. 3891, 5201 (1925). 

5 A probation order is an authorized mode of mild and ambulatory “punishment,” 
and is intended as a reforming discipline. It is intended to be a means of restoring to 
society offenders who are good social risks. See, e.g., Toyoszburo Korematsu v. United 
States, 319 U.S. 432, 63 Sup. Cr. 1124 (1943), aff'd on rehearing, 323 US. 214, 65 Sup. Ct. 
193 (1944). 

6 J. Edgar Hoover, The Challenges of Crime Control, 20 Fev. PropaTion 10 (1956); 
J. Edgar Hoover, Dangerous Freedom, American Magazine, January 1948, p. 19. 

766 Cone. REc. 3891 (1925). 

8 See, e.g., Riggs v. United States, 14 F.2d 5 (4th Cir. 1926), cert. denied, 273 US. 
719, 47 Sup. Cr. 110 (1926). 

9287 US. 216, 53 Sup. Cr. 154 (1932). Burns was imprisoned for one year and fined 
on two counts of a conviction and placed on probation for five years thereafter on a 
third count. The probation was limited by substantially the same conditions as those 
in the instant case. While serving his one-year term, the prisoner was allowed to leave 
jail on several occasions for dental care, but he spent much.of that time at his home. 
For this abuse of privilege, the court sustained revocation of the probation and imposi- 
tion of a five-year prison sentence. 
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within which courts may grant or revoke probation. As a point of de- 
parture, the Burns case ruled that probation is conferred as a privilege and 
cannot be demanded as a matter of right, and thus the offender cannot 
insist on terms or strike a bargain. The power to modify is as broad as the 
granting power. Administration of probation rests in the discretion of the 
court, and thus on appeal the sole question is whether there has been an 
abuse of this discretion. Unless there has been an indulgence in arbitrari- 
ness, whim, or caprice, the decision of the lower court will not be disturbed. 
Arbitrary judicial action implies an act directly contrary to the terms 
of a statute, or a stubborn refusal to act at all in the face of a statutory com- 
mand. It does not include error in the reasonable exercise of judicial power.’° 
Although the district court has a wide latitude in administering probation, 
discretion however broad can never be exercised solely for the purpose of 
effecting the will of the judge. It must always be used to carry out the 
intention of the legislature—to try to achieve the purpose of the law." 

Reported cases of revocation for other than crimes or express violations 
of original probation conditions are rare, and there seem to be no cases 
which present the issue of discretion involved here. The Burns case appears 
to have approached the outer limits of proper judicial discretion in sustain- 
ing revocation of probation to be effective in the future for the offender’s 
violation of privileges to leave prison grounds while he was serving one 
count of his sentence.!* An example of abuse of judicial discretion is found 
in Hamilton v. United States.* Probation was revoked because a drug store 
of which the probationer was fifty-one per cent owner committed a penal 
offense. He did not personally operate the store, and it was not shown that 
he knew of the violation. The Court of Appeals for the Tenth Circuit noted 
that the judge had displayed “considerable feeling” of hostility toward the 
defendant, and ruled that the district court’s action was arbitrary. Although 
the Hamilton and the instant decision reached different results on their par- 
ticular facts, they both relied on the Burns case, which set arbitrary action 
as the limit of judicial discretion. 

Keeping in mind that government counsel petitioned for revocation 
in the instant case, it seems clear that probation was used in an effort to pry 
additional information from the defendant, and was possibly an attempt to 
force him to aid in the conviction of others.‘ The district court’s co- 


10 See Adams v. Nagle, 303 U.S. 532, 542, 58 Sup. Ct. 687, 693 (1938). 

11 Osborn v. United States Bank, 22 U.S. (9 Wheat.) 738, 866 (1824). 

12 See note 9 supra. 

18219 F.2d 364 (10th Cir. 1955). 

14 At the trial Kaplan denied a charge by the United States District Attorney that 


he was associated with two men who were allegedly leaders of a narcotics ring. St. Louis 
Post-Dispatch, April 8, 1954, § A, p. 3, col. 2. 
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operation 1° is reflected on the record in the imposition of a very severe 
sentence after the probation had been revoked.'* Prior to his conviction, 
Kaplan could not have been legally coerced to testify because of the fifth 
amendment !7 privilege against self-incrimination.1* The conviction, by 
eliminating the possibility of the testimony being incriminating, removed 
this privilege.’® Had the trial court originally seen fit to impose sentence, 
possible punishment for contempt would have held little threat to a man 
already imprisoned. After having been placed on probation, Kaplan was 
faced not only with revocation, but with the possible imposition of the 
maximum sentence which might originally have been imposed.?° The 
greatest possible sentence on a five-count conviction presents a formidable 
weapon. One may speculate as to how much of the sentence ultimately 
imposed in this case was due to the original crime and how much was 
motivated by Kaplan’s refusal to testify before the grand jury. 

There is no authority deciding specifically whether it is proper to 
condition probation on co-operation with the police. The fact that offenders 
frequently have information desired by the police and that no reported case 
in the thirty-one years of the Act’s existence involves such a condition raises 
a strong doubt as to its propriety. Further, this trial court granted probation 
without first demanding co-operation, and its imposition as an afterthought 
would seem to increase the doubt that the condition was proper. 

Where the subject of the testimony sought to be elicited before a grand 
jury does not relate back to a crime for which a witness has been convicted 
and does not, in effect, subject him to re-sentencing for that crime, it would 
seem that contempt would in and of itself be sufficient grounds for revoca- 
tion of probation as well as imposition of the civil penalty. Fear for per- 
sonal safety alone will not excuse a witness from his legal obligation to 
testify,?1 and a probationer at the very least is expected to shoulder the legal 


15In sentencing Kaplan for contempt, Judge George H. Moore said: “You have 
defied the Court and are guilty of contempt. You told me you had information about 
the source. If fear can keep you from testifying, how can we administer crime [sic] 
law?” 

“T’ve had experience with narcotics cases for 40 years, starting as a Collector of 
Internal Revenue, when the Harrison narcotics act was passed. I have formed a decided 
opinion of men who will stoop to selling narcotics... . You have been asked to help 
strike down the narcotic . . . traffic in this area. But you come into court to ask for 
immunity.” St.Louis Post-Dispatch, June 8, 1954, § A, p. 8, col. 4. 

16 Kaplan was sentenced to three years each on five counts to run consecutively. 
The sentence was later modified to the extent that the fifth count of the information 
was made concurrent with the fourth, thus reducing the total time from fifteen to 
twelve years. 

17U,S. Const. amend V. 

18 See, e.g., Blau v. United States, 340 U.S. 159, 71 Sup. Cr. 223 (1950). 

19 Brown v. Walker, 161 U.S. 591, 597-99, 16 Sup. Ct. 644, 647 (1896). 

2043 Strat. 1260 (1925), as amended, 18 U.S.C. § 3653 (1952). 

21 Cf. In re Quarles and Butler, 158 U.S. 532, 15 Sup. Ct. 959 (1894). 
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obligations of a good citizen. But it appears that in this case zealous law 
enforcement officials managed to use Kaplan’s probation status to badger 
him with the same crime for which he had already been convicted. There 
is nothing to indicate that this was ever contemplated as a proper use of the 
Probation Act.?2 Since in all respects save the refusal to testify Kaplan 
did behave as he was directed, it may be questioned whether he should be 
penalized more severely than any other citizen. At any rate, it is doubtful 
that the revocation of probation can be justified on the grounds that Kaplan’s 
refusal to testify disclosed that he was not a good risk for rehabilitation. 
It may be seriously contended that the district court in this case gave effect 
to its own will and that of law enforcement officers and arbitrarily ignored 
the purpose of the Probation Act.”8 

The nature of the crime here involved undoubtedly strongly influenced 
the reviewing court’s holding, although the decision did not so state. At the 
time Kaplan was convicted, narcotics sellers were allowed probation on their 
first offense.24 However, on July 18, 1956,25 the narcotics law was amended 
to deny probation on any offense involving narcotics sales.2° Thus, if Kaplan 
were convicted now, he would be unable to qualify for probation. The 
reviewing court was undoubtedly aware of this well-publicized legislation 
and of growing public hostility toward narcotics violators. Considering the 
strong public interest served in ferreting out narcotics sources, it is probable 
that both courts here involved were willing to strain legal theory, if neces- 
sary, to promote narcotics control. While there may be honest dispute as to 
whether existing legal limitations were strictly observed, the reviewing 
court’s ruling reflects the spirit of the most recent legislation. 

Had this been a less heinous crime, it is suggested that the reviewing 
court might well have felt that the district judge overstepped his bounds. 
It would be difficult to class this case as holding that probation may be 
properly used as a police tool in any case. Nevertheless, existing law has 
not been left untouched; the instant decision has apparently expanded 
judicial discretion in the administration of probation. 

James K. ALMETER 


FEDERAL GIFT TAX—Annual Exclusions Denied for Shareholders in 
Gift to Family Corporation, (Federal) 


Petitioners, two farming couples, were, with their combined total of 
eleven children, the only shareholders of a corporation. Each parent owned 


22.43 Srat. 1259 (1925), as amended, 18 U.S.C. § 3651 (1952). 
3 bid. 

2466 StaT. 767 (1951), 26 U.S.C. § 2596 (1952). 

25 The instant decision was handed down June 18, 1956. 

36 Pub. L. No. 728, 84th Cong., 2d Sess. § 103 (July 18, 1956). 
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ten per cent, and the children of each family thirty per cent, of its issued 
stock. During 1948 and 1949, the parents deeded land to the corporation 
without consideration, the corporation in turn leasing the land to a partner- 
ship of nine of the children, who farmed it. The Tax Court construed this 
transfer as a gift to the corporation, the taxable value of which was the 
value of the land less one annual exclusion under section 1003(b)(3) of 
the Internal Revenue Code of 1939,! for the donee corporation.? On appeal, 
held: Modified and remanded. The gift amounted to only sixty per cent 
of the value of the land, since the parents’ shares necessarily reflected pro- 
portionately the increased net worth of the corporation, and the increment 
in value of their shares would be an asset includable in their gross estates for 
estate tax purposes.? Nevertheless, the Tax Court properly ruled that the 
petitioners were entiled to only one exclusion apiece, since the corresponding 
benefit accruing to the children constituted future interests within the 
meaning of section 1003(b), and therefore did not entitle the donors to ex- 
clusions on their behalf. Heringer v. Commissioner, 235 F.2d 149 (9th Cir. 
1956), cert. denied, 352 U.S. 927, 77 Sup. Ct. 225 (1956). 

A gratuitous transfer made for normal business purposes (e.g., a share- 
holder’s voluntary assessment on his shares to a foundering corporation) 
would be entirely exempt from the gift tax,* but the facts of the instant 
case indicated that the donors’ predominant intent was to benefit their 
immediate families. Therefore, the transfer was a taxable gift, which, 
basically, includes any disposition of property made other than in the normal 
course of business, to the extent that the value of the property exceeds the 
money value of the consideration received by the transferror.® 

Conceding a taxable gift, the question arises whether the donor may 
escape taxation to the extent that his interest in the corporation is enhanced 
by the transfer, on the grounds that this enhancement furnishes a partial 
consideration for the transfer. In Frank B. Thompson,® the taxpayer had 


1Int. Rev. Code of 1939, § 1003(b) (3), 56 Srat. 953 (now Int. Rev. Cope or 1954, 
§ 2503(b)). 

2 Stephen F. Heringer, 21 T.C. 607 (1954). 

3See U.S. Treas. Reg. 105, § 81.10(c) (1942), as amended, T.D. 5906, 1952-1 Cum. 
But. 155. See also Stiegelmeyer, Valuation of Closely Held Stock for Estate Tax Pur- 
poses, 45 Int. B.J. 18 (1956). 

*US. Treas. Reg. 108, § 86.8 (1943) provides that transfers reached by the statute 
are “dispositions of property for a consideration in money or money’s worth to the 
extent that the value of the property transferred by the donor exceeds the value of 
the consideration given therefor. However, a ... transfer of property made in the ordi- 
nary course of business (a transfer which is bona fide, at arm’s length, and free from 
any donative intent), will be considered as made for an adequate and full consideration 
in money... .” See Emily C. Collins, 1 T.C. 605 (1943); Barbara S. Fulton, P-H 1949 
T.C. Mem. Dec. § 49110. Cf. U.S. Treas. Reg. 118, § 39.22(a)-16 (1953). 

5See Int. Rev. Code of 1939, § 1002, 53 Srat. 146 (now INt. Rev. Cope or 1954, 
§ 2512(b)). See also U.S. Treas. Reg. 108, § 86.8, supra note 4. 

642 B.T.A. 121 (1940). 
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conveyed assets to a corporation owned half by himself and half by his 
immediate family. Rejecting the contention that the family members, and 
not the corporation, were the donees, the Board of Tax Appeals held the 
whole transfer subject to the gift tax, allowing one annual exclusion, for the 
corporate “donee.” The Board was not concerned that the taxpayer’s gross 
estate would also include the enhanced value of his shares,’ since double 
taxation of the same value is not barred by the Federal Constitution * and 
the Board could find no policy opposed to such a result. It followed long 
standing authority in refusing to let the substantial owner of the corporation 
disregard the entity at his convenience.® 

The decision in Robert H. Scanlon * cast some doubt upon the Thomp- 
son rationale. There the taxpayer was sole owner of the corporation to 
which he donated securities. The Board conceded a transfer between two 
distinct “persons,” but ruled that the appreciation in value of his shares 
gave him full compensation for the transaction. Without disregarding the 
corporate entity, the Board found that the economic consequences of the 
nominal transfer negated any taxable gift under the statute.!! It distinguished 
the Thompson case, justifying its all-or-nothing approach by alluding to 
the possibly intricate unraveling of ownership which might be required by 
extending the Scanlon test to situations like that of the earlier Thompson 
case. The Commissioner had yielded by 1949: in Barbara S. Fulton, he 
took the position that gift tax was due only to the extent that shareholders 
other than the sellers had benefited by their sacrifice sale of stock to the 
corporation. The Heringer decision, then, is not unique in finding “no gift” 
pro tanto the transferror’s benefit in the multiply-owned corporation. To 
this extent the decision accords with the apparent intention of Congress to 
integrate the estate and gift taxes,!* leaving the donor’s estate free of tax 


7See note 3 supra. 

8 Hellmich v. Hellman, 276 U.S. 233, 48 Sup. Cr. 232 (1928). 

9 F.g., Moline Properties, Inc. v. Commissioner, 319 U.S. 436, 63 Sup. Cr. 1132 
(1943). But in the Thompson case the parties eventually compromised, the Commissioner 
apparently allowing the taxpayer to exclude the 50% by which he had benefited, plus 
exclusions for the donee family members. 1 CCH Fen. Est. & Girr Tax Rep. 4 3130.20 
(6th Cir. 1942). In Emily C. Collins, 1 T.C. 605 (1943), where the sole preferred share- 
holder released all claims to dividends in arrears, for apparent business reasons, the Tax 
Court found no taxable gift. Two judges dissented, favoring imposition of the tax, but 
only to the extent of the Thompson settlement, and contending that the taxpayer was 
entitled to exclusions for each shareholder other than herself. Again, the Collins decision 
was vacated by stipulation in compromise. 1 CCH Fen. Est. & Girt Tax Rep. 4 3200.285 
(3d Cir. 1944). 

10 42 B.T.A. 997 (1940). 

11 Revenue Act of 1932, § 503, 47 Srat. 247. 


12P-H 1949 T.C. Mem. Dec. 49110. See also Gregory v. California, 77 Cal. 
App. 2d 26, 174 P.2d 863 (1946), a decision on the analogous state gift tax statute. 

18See Estate of Sanford v. Commissioner, 308 U.S. 39, 60 Sup. Crt. 51 (1939); 
2 Paut, Feperat Estate AND Girt TAXATION §§ 15.04, 16.03 (1942); Harriss, Legislative 
History of Federal Gift Taxation, 18 Taxes 531 (1940). 
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for property subject to gift taxation which was conveyed inter vivos, but 
including in his gross estate property of which he remains the substantial 
owner, and which is exempt from the gift tax. 

Notwithstanding its analysis of the transfer with respect to the parents, 
the court found that no such immediate benefit had accrued to the share- 
holder-children. It ruled that they acquired only future interests within 
section 1003(b) (3), for which the statute allows no annual exclusions. The 
statutory term, “future interest,” will bear some scrutiny. It is not limited 
to its accepted common-law meaning. Gift tax regulations specify that “the 
term has no reference to such contractual rights as exist in a bond, note... 
or in a policy of life insurance. .. .” 14 And Congress, in enacting the first 
gift tax, gave notice that “the terms ‘property,’ ‘transfer,’ ‘gift,’ and ‘in- 
directly’ are used in the broadest and most comprehensive sense; the term 
‘property’ reaching every species of right or interest protected by law and 
having an exchangeable value.” 15 As an example, the House Ways and 
Means Committee said that “a transfer by A to a corporation owned by 
his children would constitute a gift to the children. . . .”1® The gift tax 
regulations provide that a gift by a corporation to one of its shareholders 
(the converse of the present problem) is to be treated as a gift from the 
other shareholders.!7 Case authority has developed independently of the 
committee reports, however, as have the regulations. If we disregard any 
legalistic concepts of corporate entity, we find that considerable useful 
authority has accumulated on the gift taxation of trusts which seems par- 
ticularly relevant to the interests of parties to the family corporation.!® In 
Helvering v. Hutchings, the Supreme Court concluded that the settlor 
was entitled to annual exclusions for each person taking a present equitable 
interest in the income from the res, despite a statute which designated the 
trust as a “person” for gift tax purposes.2° The present interest, for which 
the statute allows an annual exclusion, is created only where the donee is 
given immediate possession and enjoyment of the property or its income.”4 


14U.S. Treas. Reg. 108, § 86.11 (1943), as amended, T.D. 5902, 1952-1 Cum. 
Butt. 167. 

15 H.R. Rep. No. 708, 72d Cong., 1st Sess. 28 (1932). 

16 Jd. at 27. See also Proposed Treas. Reg. on Gift Tax, § 25.2511-1(g) (1) (1957). 

17US. Treas. Reg. 108, § 86.2 (1943), as amended, T.D. 6077, 1954-1 Cum. Butt. 207. 

18 These cases disregard technical changes in legal title and admit of no taxable 
transfer until the settlor has completely relinquished control of the res. See Estate of 
Sanford v. Commissioner, 308 U.S. 39, 60 Sup. Ct. 51 (1939); Rasquin v. Humphreys, 
308 U.S. 54, 60 Sup. Cr. 60 (1939). Accordingly, the person to whose benefit the sur- 
render accrues, the immediate income beneficiary, is the donee. Helvering v. Hutchings, 
312 US. 393, 61 Sup. Ct. 653 (1941). 

19 Supra note 18. 

20Revenue Act of 1932, § 1111, 47 Srat. 289. 

21 Ryerson v. United States, 312 U.S. 405, 61 Sup. Ct. 656 (1941); United States v. 
Pelzer, 312 U.S. 399, 61 Sup. Ct. 659 (1941). See also Commissioner v. Disston, 325 U.S. 
442, 65 Sup. Ct. 1323 (1945), where the trust provided no ascertainably steady flow of 
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Since in the instant case the corporation was given legal title to the property, 
_ and the shareholder-children could realize its benefit only upon declaration 
of dividends by the board of directors, the court reasoned that their enjoy- 
ment of the res or its income was so dependent upon contingencies outside 
of their control that it must be deemed a futur, interest.22 While this analysis 
would clearly be appropriate to the interest acquired by shareholders of a 
publicly-held corporation, it seems strained when applied to the incorporated 
partnership of this family group. Clearly the Commissioner would allow 
only one exclusion were several corporations set up as conduits for gifts 
to a single recipient.?* Again, if the parents had caused the corporation to 
issue them shares in exchange for the land and had given the shares to the 
children outright, the gift would be clear, as would the annual exclusions. 
And if the parents had given such shares back to the corporation as treasury 
stock, there is authority for treating this as a gift to the other shareholders, 
with the accompanying exclusions.** Finally, if the business were a pure 
partnership, and the parents had contributed indirectly to the capital 
accounts of the children by donating the land, it could hardly be contended 
that there was no gift as to them.”5 The close-corporation form seems to 
control the contrary result in the instant case, It is interesting to note that 
the state of incorporation, in passing on precisely the same point under its 
analogous gift tax statute, allowed the exclusions for shareholder-children, 
ruling that they had acquired an equitable interest in the property under 
local law.?6 


income to the beneficiary and the court ruled that he had acquired only a future interest. 
And where the trustee has absolute discretionary power to accumulate income the bene- 
ficiary acquires only a future interest. French v. Commissioner, 138 F.2d 254 (8th Cir. 
1943). 

22 The court relied on earlier trust authority, where the purported donee could 
enjoy the property only with another person’s conjunctive action. See Ryerson v. 
United States, supra note 21. Since the board of directors of the Heringer corporation 
would include at least one person other than any ome of these donees, the Heringer 
case falls within this test, but the court does not discuss the identity of these directors. 

23 See Helvering v. Hutchings, 312 U.S. 393, 397-398, 61 Sup. Ct. 653, 655 (i941). 

24 Barbara S. Fulton, P-H T.C. Mem. Dec. 4 49110. Cf. Diebold v. Commissioner, 
194 F.2d 266 (3d Cir. 1952), a capital gains basis case, where the court considered a 
bequest to a family corporation of some of its own stock and other property, stating 
that its shareholders acquired property to the extent of the shares willed to the cor- 
poration, but that the enhanced book value of their shares caused by virtue of the 
other assets given the corporation did not constitute property. The court reasoned that 
the shareholder’s proportional interests in the corporation increased due to the treasury 
shares’ inability to participate in dividends or control. It is suggested that this distinction 
is without pragmatic value in the gift to a family corporation, since the shareholders gain 
the same material benefit from both types of property, although their control is increased 
only to the extent that shares are neutralized in the treasury status. The increment in 
control seems incidental in the closely-held corporation. 

25 Cf, William H. Gross, 7 T.C. 837 (1946). 

26 Gregory v. California, 77 Cal. App. 2d 26, 174 P.2d 863 (1946). See also BALLAN- 
TINE, CORPORATIONS § 198 (1946); 1 FLETCHER, CycLopEepia or Corporations § 31 (perm. 
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It is submitted that the court’s failure to examine the underlying in- 
terests of these children results in a fictional gift to the corporation which 
departs drastically from concepts of property ownership developed since 
Helvering v. Hutchings. The fiction seems superfluous, since recognition of 
the children’s interests would not aid a tax evasion device, but would result 
in the same exclusions and exemptions which would have obtained had the 
property been given outright. Zealous protection of the revenue does not 
require this new twist to tax-tortured concepts of property, particularly 
here, where the gift tax decision does not foreclose imposition of an income 
tax ruling to remove any benefit the parents derive from having the income 
from this land deflected among eleven more persons.?7 In the last analysis, 
any test beyond that of control of beneficial enjoyment of property is not 
within the scope of the gift tax as developed to date, as indicated by the 
decision as to the parents’ forty per cent. Control of the remaining sixty 
per cent is committed to the shareholder-children, regardless of the co- 
porate personality. The corporate veil is left askew by the present decision; 
a result untenable in the light of gift tax philosophy developed through the 
Hutchings case. 


Joun C. DANIELSON 


INJUNCTION—Unlicensed Chiropractors May Be Enjoined from Prac- 
ticing. (Illinois) 


Plaintiffs, licensed chiropractors, brought suit to enjoin the defendants 
from practicing chiropractic without a license. Plaintiffs alleged that their 
professional licenses were in the nature of franchises conferring valuable 
property rights and that the defendants’ practice in the same area reduced 
plaintiffs’ income and constituted an invasion of their franchises. Plaintiffs 
further alleged that they had been unsuccessful in criminal prosecution of 
the defendants and therefore had no adequate remedy at law. Defendants’ 
motion to dismiss the complaint was sustained on the ground that plaintiffs 
had an adequate remedy at law. The appellate court affirmed,! holding that 
plaintiffs’ licenses conferred no property rights on them and that equity 
would not restrain the comission of a crime. On appeal, held: Reversed 
(two justices dissenting). The right to practice a profession is a valuable 
interest which equity will protect, even though the invasion of such interest 
constitutes a crime. Further, the practice of chiropractic without a license 


ed. 1932); 11 id. § 5100. But cf. Berte AND Means, THE Mopern CorPoraTION AND 
PrivaTE Property 286 (1939). Of course the state characterization is not binding on the 
federal question involved in the instant case. Lyeth v. Hoey, 305 U.S. 188, 59 Sup. Ct. 
155 (1938). 

27 See, e.g., Galt v. Commissioner, 216 F.2d 41 (7th Cir. 1954). 
1 Burden v. Hoover, 7 Ill. App. 2d 296, 129 N.E.2d 463 (4th Dist. 1955). 
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constitutes a public nuisance, endangering the public health and welfare. 
Burden v. Hoover, 9 Ill.2d 114, 137 N.E.2d 59 (1956). 

Prior to 1931, injunctive relief was generally deemed an improper 
remedy to prevent the encroachment of unlicensed persons into licensed pro- 
fessions.2 Courts of equity refused to exercise jurisdiction in such cases on 
the grounds that an adequate remedy at law existed in the form of criminal 
prosecution,’ or because equity traditionally would not enjoin the commis- 
sion of a crime.* 

The first major departure from this view came in Dworken v. Apart- 
ment House Owners Ass’n® where an Ohio appellate court allowed a prac- 
ticing attorney to maintain a suit to enjoin a corporation from practicing 
law, holding that the plaintiff’s license was in the nature of a property right 
which a court of equity should protect. Subsequent to the Dworken deci- 
sion, a majority of jurisdictions adopted the rule that injunctive relief could 
be applied to prevent persons and corporations from practicing law with- 
out a license, and that either the state or a practicing attorney were proper 
parties to maintain such a suit. Where actions were brought by the state, in- 
junctions were generally justified on the ground that the unlawful practice 
constituted a public nuisance.” In actions brought by private practitioners, 
relief was justified on the grounds that the time and effort required to qualify 
for and obtain a license conferred upon an attorney a valuable franchise, and 
the defendant’s conduct infringed upon this franchise.® 
Courts following the Dworken view overcame the objection that an 


2 See, e.g., People ex rel. Sheperdson v. Universal Chiropractor’s Ass’n, 302 Ill. 228, 
134 N.E. 4 (1922) (chiropractor); State v. Green, 122 Ind. 462, 14 N.E. 352 (1887) 
(doctor); Goldsmith v. Jewish Press Pub. Co., 118 Misc. 789, 195 N.Y. Supp. 37 (Sup. 
Ct. 1922) (certified public accountant); Merz v. Murchison, 11 Ohio C.C.R. (n.s.) 458 
(1908) (doctor). Contra, Kentucky State Bd. of Dental Examiners v. Payne, 213 Ky. 
382, 281 S.W. 188 (1926) (dentist); State v. Anderson, 6 Tenn. Civ. App. 1 (1917) 
(doctor). 

3 Redmond v. State, 152 Miss. 54, 118 So. 360 (1928); State v. Maltby, 108 Neb. 
578, 188 N.W. 175 (1922). 

* People ex rel. Sheperdson v. Universal Chiropractor’s Ass’n, supra note 2. 

538 Ohio App. 265, 176 N.E. 577 (1931). 

6 Suit brought by state: State v. Retail Credit Men’s Ass’n, 163 Tenn. 450, 43 
S.W.2d 918 (1931). Suit brought by practicing attorney: Fitchette v. Taylor, 191 Minn. 
582, 254 N.W. 910 (1934); Unger v. Landlord’s Management Corp., 114 N.J. Eq. 68, 
168 Atl. 229 (Ch. 1933); Childs v. Smeltzer, 315 Pa. 9, 171 Atl. 883 (1934); Paul v. 
Stanley, 168 Wash. 371, 12 P.2d 401 (1932). The only case contra as to lawyers is 
Wollitzer v. National Title Guaranty Co., 148 Misc. 529, 266 N.Y. Sup. 184 (Sup. Ct. 
1933). 

TState v. Retail Credit Men’s Ass’n, szpra note 6. 

8 Unger v. Landlord’s Management Corp., supra note 6; Land Title Abstract & 
Trust Co. v. Dworken, 129 Ohio St. 23, 35, 193 N.E. 650, 655 (1934): “It is quite 
generally held that the right to practice law ... is a special privilege in the nature of 
a franchise and that the holder thereof may be protected from the invasion of the right 
thus vested in him. The adequate remedy for such invasion is by injunction.” See also 
Smith v. Illinois Adjustment Finance Co., 326 Ill. App. 654, 63 N.E.2d 264 (1945). 
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adequate remedy at law barred equitable jurisdiction upon a showing that, 
in fact, criminal prosecution did not stop the unlawful practice,® and that 
other remedies, such as quo warranto or suit for damages, were too slow 
or speculative to give adequate relief..° In refuting the argument that 
equity will not enjoin a crime, the courts proceeded on the theory that the 
mere fact that certain conduct is criminal will not stay the hand of equity, 
if it otherwise has jurisdiction. Thus, by finding that the unlawful practice 
of law constituted a public nuisance or an invasion of a franchise, areas in 
which equity has traditionally provided a remedy,!? the courts were able 
to entertain jurisdiction and afford injunctive relief. 

If laymen may be enjoined from practicing law it would seem to follow 
that equity should restrain unlicensed persons from encroaching upon other 
licensed professions.1* Such reasoning was followed by an Ohio circuit 
court in Taylor v. New System Prosthetic Dental Laboratory, Inc.,\4 
where a dentist was allowed to enjoin a corporation from illegally practic- 
ing dentistry.15 Thereafter, in a majority of jurisdictions, the right to in- 
junctive relief was generally recognized as a proper means to stop the un- 
authorized practice of the other professions.1® As a basis for equitable relief, 
the courts adopted the reasoning used in enjoining the illegal practice of 
law, i.e., that such conduct constituted a public nuisance 17 or was an in- 


91d. at 659, 63 N.E.2d at 267: “It seems clear that the prosecution of this corpora- 
tion for the illegal practice of law, has not been a complete and adequate remedy to 
prevent the same.” 

10 See Comment, 11 So. Cauir. L. REv. 476 (1938). 


11 Fitchette v. Taylor, 191 Minn. 582, 584, 254 N.W. 910, 911 (1934): “Ordinarily 
injunction does not lie merely to prevent commission of crime. But the criminality of 
an act... does not bar injunctive relief if otherwise there is ground for it.” 

12 McCuiintock, HANDBOOK oF Equity § 159 (1936). 

13 Wollitzer v. National Title Guaranty Co., 148 Misc. 529, 538, 266 N.Y. Supp. 
184, 194 (Sup. Ct. 1933): “Whatever holding be made as to actions by lawyers should 
be made in actions by dentists, by doctors, by certified public accountants and by all 
other persons who are licensed to carry on their profession pursuant to statute.” 


1429 Ohio N.P. (ns.) 451 (1932). 


15In Merz v. Murchinson, 11 Ohio C.C.R. (ns.) 458 (1908), decided prior to the 
Dworken case, injunctive relief was denied a physician who sought to restrain a layman 
from practicing medicine. 

16 Seifert v. Buhl Optical Co., 276 Mich. 692, 268 N.W. 784 (1936) (optometrists) ; 
People v. Laman, 277 N.Y. 368, 14 N.E.2d 439 (1938) (chiropractors); Curtis v. Regis- 
tered Dentists of Oklahoma, 193 Okla. 233, 143 P.2d 427 (1943) (dentist); Palmer v. 
O’Hara, 359 Pa. 213, 58 A.2d 574 (1948) (doctor); Sloan v. Mitchell, 113 W.Va. 506, 
168 S.E. 800 (1933) (doctor). Contra, Mosig v. Jersey Chiropodists, 122 N.J. Eq. 382, 
194 Atl. 248 (Ch. 1937). 


17 State ex rel. La Prade v. Smith, 43 Ariz. 121, 29 P.2d 718 (1934): Practicing 
medicine without a license is not per se a nuisance, but where a practitioner is found 
to be unskilled and incompetent, his unlawful acts are a threat to the health, safety, and 
welfare of the community. But see Kentucky State Bd. of Dental Examiners v. Payne, 
213 Ky. 382, 281 S.W. 188 (1926) (unlicensed practice of dentistry is a nuisance per se). 
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fringement upon the franchises of those lawfully licensed to practice that 
profession.1® 

In New Jersey and Illinois, however, the courts have allowed injunctive 
relief to restrain the unlawful practice of law but have denied similar relief 
to restrain the unlawful practice of other professions.® It was held in New 
Jersey that while a lawyer’s license is in the nature of a franchise, members 
of other professions obtain no such franchise by being licensed. It is not 
clear upon what ground the Illinois courts have attempted to distinguish 
between the legal profession and the other licensed professions in denying 
equitable protection. 

In Smith v. Illinois Adjustment Finance Co.,?° a lawyer was allowed to 
maintain a suit to enjoin a “collection agency” from practicing law. The 
court there attempted to distinguish an earlier decision,?4 where it had 
refused to enjoin fifty-two unlicensed chiropractors from practicing, on 
the ground that the practice of chiropractic without a license was lawful 
whereas the defendant’s practice of law was illegal. This distinction seems 
unwarranted for several reasons. First, the practice of chiropractic without 
a license is, by statute, a misdemeanor and therefore unlawful.?2 Second, 
equitable jurisdiction is not based upon the unlawfulness of an act; the fact 
that conduct is unlawful is grounds for refusing equitable jurisdiction, not 
granting it.?8 

The Illinois appellate court in the Hoover case attempted to justify the 
favoritism shown by equity in protecting the legal profession by noting 
that: “Lawyers occupy a unique position in that they are not licensed by 
the legislature—the right to practice law being conferred by the Supreme 
Court of the state... .”?* As noted by the supreme court in the instant 
decision, this distinction is of little merit in determining whether the plain- 
tiff’s license to practice chiropractic gives him any less a franchise than an 
attorney’s license to practice law. In either case, issuance of a license is 


18“The right of a licensed physician and surgeon to practice his profession is a 
valuable franchise . . . to protect which he may sue in equity . . . to enjoin a person 
from encroaching. . . .” Syllabus of the court in Sloan v. Mitchell, 113 W.Va. 506, 
168 S.E. 800 (1933). 

19 Unger v. Landlord’s Management Corp., 114 N.J. Eq. 68, 168 Atl. 229 (Ch. 1933) 
(unlawful practice of law enjoined); Mosig v. Jersey Chiropodists, supra note 16 (in- 
junctive relief for unlawful practice of chiropody denied); Smith v. Illinois Adjustment 
Finance Co., 326 Ill. App. 654, 63 N.E.2d 264 (1945) (unlawful practice of law enjoined) ; 
People ex rel. Sheperdson v. Universal Chiropractor’s Ass’n, 302 Ill. 228, 134 N.E. 4 
(1922) (injunctive relief for unlawful practice of chiropractic denied). 

20 Supra note 19. 

21 People ex rel. Sheperdson v. Universal Chiropractor’s Ass’n, supra note 19. 

22 “NJo person shall represent or hold himself out to the public to be a registered 
physical therapist unless he is registered by the Department [of Registration and Educa- 
tion] as a physical therapist.” Int. Rev. Srat. c. 91, § 22.2 (1955). 

28 See McCuintock, HANpBooK or Equity § 159 (1936) (injunctions against crimes). 
24 Burden v. Hoover, 7 Ill. App. 2d 296, 300, 129 N.E.2d 463, 465 (1955). 














668 LAW FORUM [Vor. 1956 


based upon the professional competency of the individual. If such com- 
petency gives rise to a protected right in one profession, it should do so 
in all.*5 

The instant decision recognizes the error of perpetuating the distinc- 
tion between the legal and the other licensed professions in affording equi- 
table protection. In the last analysis, there are no distinguishing features. 
Those who have obtained licenses to practice the other professions have 
often put forth as much, and, in some instances, more time, effort, and 
study in qualifying themselves to practice their profession. Further, if relief 
is to be granted on the basis of a public nuisance, there would seem to be 
more compelling reasons for declaring the unlicensed practice of some pro- 
fessions, such as medicine, a public nuisance than the unlicensed practice 
of law. The untrained lawyer may unwittingly bring financial destruction to 
his client, but the untrained medical practitioner may inflict irreparable 
physical injury, and even death upon his patient. 

By holding that the unlawful practice of chiropractic is both an in- 
fringement on the rights of those who are properly licensed to practice 
and also a public nuisance, the Illinois Supreme Court in the instant case 
has provided ample authority for both licensed chiropractors and state’s 
attorneys to restrain the unlawful practice of chiropractic. Presumably the 
application of the decision will not be limited to those practicing chiro- 
practic but will extend to the unlawful practice of medicine, dentistry, cer- 
tified public accounting, etc. If this be true, then the hitherto arbitrary dis- 
tinction made by the Illinois courts in providing equitable protection to the 
legal profession to the exclusion of the other professions has been abolished. 


LEONELLE H. Garss 


LABOR RELATIONS—Union Access to Company Records. (United 
States) 


During collective bargaining over wages, the employer stated that it 
could not afford a wage increase. The employer then denied the union’s 
request to have a certified public accountant examine the company books, 
and refused to submit to the union information regarding its financial 
standing and profits. The court of appeals denied enforcement of the dis- 
closure order of the National Labor Relations Board! on the ground that 
the National Labor Relations Act? does not require an employer to open 
his records to a union in order to substantiate his statement that he is unable 


25 “By analogy, it must be admitted that if the right of an attorney to practice 
law is a property right, then the duly licensed physician has a property right.” State v. 
Robinson, 253 Mo. 271, 284, 161 S.W. 1169, 1172 (1913). 
1 Truitt Mfg. Co., 110 NLRB 856 (1954). 
249 Srat. 449 (1935), as amended 29 U.S.C.A. §§ 141-97 (1952). 
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to pay a wage increase. On certiorari, held: Reversed. In considering 
whether or not an employer has bargained in good faith, the NLRB may 
consider an employer’s refusal to substantiate his statement of inability to 
pay a wage increase, and may order him to support his position with rea- 
sonable proof. NLRB v. Truitt Mfg. Co., 351 U.S. 149, 76 Sup. Ct. 753 
(1956). 

It is the policy of Congress to promote the free flow of commerce by 
encouraging collective bargaining between employers and independently 
organized workers.* The NLRA,® a comprehensive attempt to implement 
this policy by statutory fiat, imposes numerous duties on both employers 
and employees. The requirement that parties bargain collectively in good 
faith,® a provision which seems on first impression clear and unambiguous, 
conceals problems whose successful legal solution requires the fluid, adapt- 
able technique which is becoming typical of public law administration. In 
particular, the courts are faced with the problem of evolving some work- 
able, not necessarily simple, definition of “good faith.” 7 

The pattern of good faith bargaining decisions has established the broad 
rule that the good faith requirement imposes on an employer the obliga- 
tion to furnish the union with whatever relevant information it needs to 
bargain effectively and intelligently. This criterion is useful as a predictive 
standard only when viewed in the light of holdings made with respect to 
specific factual situations, and then only in narrow areas. The courts have 
consistently required employers to give unions information and records re- 
lating directly to employment, such as employee’s wage ® and time study 2° 
data. Beyond this, the limits defining what information an employer must 
divulge are uncertain. 


3 NLRB v. Truitt Mfg. Co., 224 F.2d 869 (4th Cir. 1955). 

*See note 2 supra, at § 1. 

549 Stat. 449 (1935), as amended 29 U.S.C.A. §§ 141-97 (1952). 

6]d. at § 8(d): “For the purposes of this section, to bargain collectively is the 
performance of the mutual obligation of the employer and the representative of the 
employees to meet at reasonable times and confer in good faith with respect to wages, 
hours, and other terms and conditions of employment, or the negotiation of an agree- 
ment, or any question arising thereunder, and the execution of a written contract in- 
corporating any agreement reached if requested by either party, but such obligation does 
not compel either party to agree to a proposal or require the making of a concession. .. .” 

TSee note 5 supra, at § 10(e). Although the NLRA does not empower the NLRB 
to enforce its order directly, the section cited empowers the board to seek enforcement 
through the federal courts. The usual sanction for breach of the NLRA is, then, a per- 
petual cease and desist order from a federal court followed, in case of disobedience, by 
a contempt proceedings. The penalties for contempt can be severe. Where the cease 
and desist order is couched in terms of “good faith” bargaining, it seems imperative, at 
least from the point of view of the defendant against whom the order runs, that a 
settled definition of “good faith” exist. 
8 See, e.g., NLRB v. Yawman & Erbe Mfg. Co., 187 F.2d 947 (2d Cir. 1951). 
® Boston Herald-Traveler Corp. v. NLRB, 223 F.2d 58 (1st Cir. 1955). 
10 NLRB v. New Britain Machinery Co., 210 F.2d 61 (2d Cir. 1954). 
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The instant case represents a partially successful union sortie into the 
very heart of the traditional domain of management. The union argues, 
with considerable logic, that once an employer claims he is unable to pay 
increased wages, his previously confidential financial status becomes “rele- 
vant” to collective bargaining, since, as the court points out in the case at 
hand, the inability of an employer to increase wages without injury to his 
business is a factor commonly considered on both sides of a wage negotia- 
tion. On previous occasions, the NLRB has invariably held that an em- 
ployer’s outright refusal to support such a claim in a reasonable way may 
constitute an unfair labor practice.11 This position 1? is in essence affirmed 
by the instant decision which establishes the rule that refusal to support 
a claim of inability to pay a wage increase, although not per se bad faith, 
may be considered as an element thereof. The NLRB has used this rule 
in a recent case where, citing Truitt and using its language, it again held 
that an employer who had claimed inability to pay a wage increase was, 
when he refused to substantiate his claim, guilty of refusal to bargain in 
good faith.18 

The Truitt case does not answer a number of questions which are of 
interest to both management and labor in cases where an employer has 
argued that he cannot afford to pay a wage increase: 


(1) Are there any circumstances under which an employer need not 
substantiate his claim? 14 
(2) Will either of the following constitute sufficient disclosure: 
(a) a copy of an annual financial statement printed for the in- 
formation of shareholders; or 
(b) the employer’s offer to submit his records to an independent 
audit? 15 
(3) Are there circumstances under which the employer would be 
obliged to open his books directly to the union itself? 
(4) If an employer bases his refusal to pay a wage increase solely on 
inability to pay, and the substantiating evidence he later produces 


11 See, e.g., Camp v. McInnes, Inc., 100 NLRB 524 (1952); I.B.S. Mfg. Co., 96 
NLRB 63 (1951); Matter of Southern Saddlery Co., 90 NLRB 1205 (1950); Matter of 
Arthur A. Borchert, 90 NLRB 944 (1950); Matter of Pioneer Pearl Button Co., 1 NLRB 
837 (1936). 

12.NLRB v. Jacobs Mfg. Co., 196 F.2d 680 (2d Cir. 1952), affirmed the position of 
the NLRB and is in direct conflict with the decision of the fourth circuit in the instant 
case. 

18B, L. Montague Co., 116 NLRB, No. 77 (1956). 

14.NLRB v. Truitt Mfg. Co., 351 U.S. 149, 153, 76 Sup. Ct. 753, 756 (1956), indi- 
cates that a situation could exist where an employer would not have to substantiate his 
claim of inability to pay a wage increase. 

15See Matter of Arthur A. Bochert, 90 NLRB 944 (1950), in which the NLRB 
held that an offer on the part of an employer to submit his books to a disinterested third 
party is sufficient evidence of good faith bargaining. 








WInTER] RECENT DECISIONS 671 


reveals that he can in fact afford to pay the increase, must he then 
increase wages in order to prove his initial good faith? 


Since the end product of the congressional labor policy is good faith bar- 
gaining, it is obvious that the impact of the NLRA depends to a large extent 
on the construction which the courts and the NLRB put on the words 
“good faith.” Flexibility in the administration of the NLRA will prove in 
many cases a direct function of flexibility in the meaning of “good faith.” 
It seems improbable that the court will tend to mold such a powerful tool 
into immutable form; it is far more likely that the court will, as here, 
announce broad rules of law which reserve considerable latitude to the 
court in the decision of individual cases. The Truitt case does not suggest 
that there exists a simple, uniformly applicable solution to the problems 
posed in the above list. 

Since many of the objectives of the union are intimately associated 
with activities of the employer,’® it is almost inevitable that an ultimate 
goal of the union must be, if not actual management of the company, at 
least a powerful voice in the determination of how the company is to be 
run. In particular, it has been a long-standing objective of labor to gain 
access to the financial records of the employer,? and it can well be argued 
that access to such information is essential to intelligent use of the union’s 
power. The goal of the NLRA, to encourage and protect collective bargain- 
ing, is much narrower than that of the union. It is apparent that a rule 
which consistently favors collective bargaining need not consistently favor 
either management or labor; indeed, any consistency in this latter sense is 
coincidental. As a result of the courts’ appreciation of this dichotomy of 
goals, unions have had only limited success in persuading judges that access 
to the employer’s financial records is essential to the bargaining process to 
the extent that it may be uniformly enforced under the aegis of the NLRA. 
Although the Truitt case does not appear to be a departure from previously 
existing judicial policy, its full impact will have to be spelled out in future 
decisions. In any event, for the time being at least, it may have erased the 
phrase, “I can’t afford to,” from the collective bargaining vocabulary of 
many employers. 


Davin Rarick 


16See Caples and Graney, The Technique of Labor-Management Negotiations, 
1955 U. Itt. L. Forum 283, in which the authors list the four primary objectives of 
labor as: (1) security of the union as an institution, (2) the denial to management of 
control of jobs, (3) the attainment of maximum compensation, and (4) the security of 
optimum working conditions for individual members. 


17 Comment, 18 Ga. L. REv. 369, 372 (1956). 
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LIBEL AND SLANDER—Libelous Matter of and Concerning the Plaintiff 
—Fair Comment—Questions for the Jury? (New York) 


Suit was brought by a radio actor for damages for libel arising out of 
the defendant’s publication of Red Channels, a book which appeared in 1950 
as an informal report on communist-influence in radio and television. The 
text of the book is divided into three sections: Part I, the introduction, 
describes a communist conspiracy to infiltrate and “colonize” the radio 
and television industry. It contains statements to the effect that the Com- 
munist Party, for purposes of disseminating communist propaganda, uses 
not only Party members, but also “fellow travelers” and “reliables” who 
are not members of the Communist Party, and many well-meaning “inno- 
cents” who unknowingly contribute to the communist cause. The final 
section of the introduction, entitled ““The Counterattack,” admonishes the 
entertainment industry that communists and communist sympathizers are 
dangerous to national security and “have no place on our air.” Part II, an 
“Alphabetical Index of Names,” contains 151 names of persons in the en- 
tertainment industry and notes their participation in “communist-front” 
organizations. Part III, an “Alphabetical Index of Organizations,” reports 
the names of all organizations cited by the House Un-American Activities 
Committee as being “communist” or “communist-front” organizations. 
Plaintiff was listed by name in Part II as attending and participating in two 
public meetings of communist front organizations. A verdict was directed 
for the defendant at the close of the plaintiff's case. On appeal, held: 
Affirmed (two judges dissenting). The alleged libelous matter was not “of 
and concerning” the plaintiff. Even if it were, the defense of fair comment 
is complete as a matter of law. Julian v. American Business Consultants, 
2 N.Y.2d 1, 137 N.E.2d 1 (1956). 

The principal cases raises three important questions in the law of defa- 
mation: (1) when is a publication “of and concerning” the plaintiff; 
(2) to what extent is the defense of fair comment available; and (3) what 
is the province of the jury in determining these questions. 


1 The reference in the book to the plaintiff is at page 90 and reads: 


“Joe Julian Reported as: 

Actor-Radio 

Artists’ Front to Speaker, Meeting 10/16/42 

Win the War House Un-Am. Act. Com., 
Appendix 9, p. 575 

National Council of Attended meeting to abolish 

the Arts, Sciences, House Un-American Activities 

and Professions Committee, Hotel Commodore, 
N.Y.C. 1/9/49. 


N.Y. Journal-American, 
12/30/48,” 
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The requirement that the defamatory publication be “of and concern- 
ing” the plaintiff is an aspect of the “group libel” problem.? The decision 
in the Julian case was that Red Channels made no specific reference to the 
plaintiff as a communist or fellow traveler—i.e., that there was no defama- 
tory matter published “of and concerning” Julian. The court reasoned 
that the introduction of Part II indicated that the allegedly defamatory 
statements concerned only part of the group, not all—i.e., “some (an un- 
specified proportion) of the following 151 persons are communists.” ® 
Defamation of part of a group gives rise to no civil action by an individual 
member of that group unless he is sufficiently identified to show special 
application of the defamatory matter to himself. Nothing in the book 
purported to indicate in which of the categories Julian belonged. From the 
form of the publication, Julian could have been one of the “innocents” as 
well as one of the “guilty.” In reaching this decision, the trial court relied 
on the 1929 New York Court of Appeals decision in Hays v. American 
Defense Society.5 That case involved a publication similar to Red Channels 
in that it was a report on the operations of “Red Radicals” and “radical 
front organizations.” In the Hays case, 396 individuals were listed in the 
publication, along with their activities in communist front organizations. 
The court held that an introductory statement that “certain of the 396 per- 
sons named were reds or radicals” did not cast sufficient suspicion on the 
plaintiff to support a finding that the libelous matter was “of and concern- 
ing” the plaintiff. When it is recognized that the problem presents a close 
question of degree, depending on the size of the group, it would seem that 
the decision in the Hays case—that “certain of 396 persons” was not “of 
and concerning” one of the 396—need not be conclusive of the question 
whether “some of the following 151 persons” could be reasonably under- 
stood as “of and concerning” one of the 151. 


2In general, a plaintiff does not state a cause of action in defamation, if he is a 
member of a “large” group, as distinguished from a “small” group; see RESTATEMENT, 
Torts § 564 (1938); Tanenhaus, Group Libel, 35 Cornett L. Q. 261 (1950). For a 
detailed and interesting discussion of the group libel aspects of the Julian case, see 
Horowitz, Legal Aspects of Political Blacklisting in the Entertainment Industry, 29 
So. Cauir. L. REv. 263 (1956). 

3 The introduction to Part II is at page 9 and reads: “. ... The purpose of the 
compilation is three-fold. One, to show how the communists have been able to carry 
out their plan of infiltration of the radio and television industry. Two, to indicate the 
extent to which many prominent actors and artists have been inveigled to lend their 
names, according to these public records, to organizations espousing communist causes. 
This, regardless of whether they actually believe in, sympathize with, or even recognize 
the cause advanced. Three, to discourage actors and artists from naively lending their 
names to communist organizations or causes in the future.” 

*See, on the question of a defamatory publication concerning part of a group: 
Neiman-Marcus v. Lait, 13 F.R.D. 311, 315 (S.D. N.Y. 1952) (“An imputation of gross 
immorality of some of a small group casts suspicion upon all, where no attempt is made 
to exclude the innocent.”). 

5252 N.Y. 266, 169 N.E. 380 (1929). 
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The majority of the court, in dismissing the complaint, apparently failed 
to fully consider New York precedent that “the publication must be con- 
sidered as a whole,” and that “its meaning depends, not upon isolated and 
detached statements, but upon the whole scope and apparent object of the 
writer.” © The writing must be “read against the background of its issuance, 
under the circumstances of its publication.” 7 The distinguishing character- 
istic of defamation inheres in the fact that “it is the thought conveyed, not 
the words, that does the harm.” ® In New York, a statement is held to be 
defamatory if it tends to expose the plaintiff to “contempt, aversion, dis- 
grace, or induce an evil opinion of him or deprive him of friendly inter- 
course in society.” ® It can be persuasively argued that a cautionary state- 
ment such as the introduction to Part II of Red Channels does not, as a 
practical matter, detract from the cloud cast on the reputation of all of the 
persons named.!° A publisher should not be able to brand certain individuals 
with suspicion and then avoid liability by inserting a note of caution that 
the reader has the burden of ascertaining whether a particular individual 
is within the group charged.1! It would be unreasonable to expect that a 
layman’s casual reading of Red Channels would lead to any other conclusion 
than that al] the persons named were either communists or so closely con- 
nected with communism that it would be dangerous to trust any of them 
in the field of communications.}* 

Although the court disposed of the principal case on the ground that 
the publication was not “of and concerning” the plaintiff, the court went 
on to say that 


a” . Even if defamatory matter could be deemed to have been 
published of and concerning plaintiff, we nevertheless hold that the 
defense of fair comment is complete as a matter of law.” 18 


The defense of fair comment is recognized as a qualified privilege to com- 
8 q p 8 

ment on matters of public interest and concern, provided that, (1) the 

published statement is a matter of “comment or opinion” as distinguished 


5 More v. Bennett, 48 N.Y. 472 (1872); see McKee v. Robert, 197 App. Div. 842, 
189 N.Y. Supp. 502 (3d Dept. 1921). 

7 Mencher v. Chesley, 297 N.Y. 94, 75 N.E.2d 257 (1949). 

8 Turner v. Brien, 184 Iowa 320, 326, 167 N.W. 584, 586 (1918). 

9 Mussachio v. Maida, 137 N.Y.S.2d 131, 133 (Sup. Ct. 1954). (Emphasis added.) 

10 See Kirkman v. Westchester Newspapers, 287 N.Y. 373, 39 N.E.2d 919 (1942). 

11 See Shubert v. Variety, Inc., 128 Misc. 428, 219 N.Y. Supp. 233 (Sup. Crt. 1926) 
(An undue emphasis may be given a part of the publication, as in the case of headlines, 
which may convey a meaning which the remainder does not remedy.). 

12, One witness, an actor, testified that he and others in the industry had shunned 
and avoided plaintiff as a result of the inclusion of his name in Red Channels. On cross- 
examination, he asserted that he had not read the book carefully, but, “like all his 
friends, he had jumped to the conclusion that plaintiff was a communist solely because 
he was listed.” 


182 N.Y.2d 1, 7-8, 137 N.E.2d 1, 5 (1956). 
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from a “factual” proposition,!* (2) it is made without actual malice, (3) it is 
based on facts truly stated, and (4) it is a fair and reasonable inference from 
those facts.!5 Communist infiltration of the entertainment industry is, of 
course, a matter of public interest. In fact, plaintiff’s political activities are 
a proper subject for criticism by members of the public, even though such 
remarks carry an implication of a personal nature.!® Notwithstanding the 
fact that the subject matter was within the scope of fair comment, the 
privilege does not extend to “reckless” or unreasonable comments.1* 

The problem presented by the “fair comment” aspect of this case 
narrows down to this question: Was it reasonable for the defendant to in- 
clude plaintiff’s name as one of those people who were aiding the com- 
munist cause, merely because Julian attended two public meetings of 
communist-front organizations? It would seem that in making such an in- 
ference, the defendant over-stepped the bounds of fair comment.!® Ap- 
parently the defendant did not give serious thought to the relevancy be- 
tween the data examined and the purpose of the report. For example, the 
list which contained plaintiff's name was compiled from attendance 
records of communist-front organizations from 1936-1949. The plaintiff 
was noted as attending a meeting in 1942, but at that time, the communists 
were our allies in World War II and it was acceptable to be pro-Soviet. 
The compilers Jeft unstated the truly relevant factors: the nature and 
frequency of the support offered and the motive of the individual in render- 
ing assistance to the organization. In fact one of the editors was quoted as 
admitting that two mistakes had been made in publishing Red Channels: 
“We did not check up on the accuracy of the so-called facts before they 
were published”; and “we didn’t grade the people.” Furthermore, there 
was nothing in the booklet to indicate that a performer who unknowingly 
assists the communist cause merits any better industry treatment than one 
who is actually a member of the Communist Party, knowingly and de- 
liberately furthering its aims. The inference was that all 151 aided the 
communist cause; and, therefore, in the interest of national security they 
should all be banned from further employment by the industry. 

The reaction of the radio and television industry to Red Channels was 
similar to that experienced in the motion picture industry a few years 


14For discussion of the distinction as applied to the defense of fair comment 
asserted in the Julian case, see Horowitz, supra note 2, at 287. 

15 See generally on the law of fair comment, SEELMAN, THE LAw or LIBEL AND 
SLANDER IN New York § 246 (1941). 

16 Derounian v. Stokes, 168 F.2d 305 (10th Cir. 1948). 

17 Hoeppner v. Dunkirk Printing Co., 227 App. Div. 130, 254 N.Y. Supp. 95 (1st 
Dept. 1930); Foley v. Press Publishing Co., 226 App. Div. 535, 235 N.Y. Supp. 340 
(1st Dept. 1929). 

18See Spiegel, Defamation By Implication—In the Confidential Manner, 29 So. 
Cautr, L. REv. 306 (1956). 
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earlier.1° The publication of Red Channels in June 1950 marked the formal 
beginning of “blacklisting” for determining employability within the in- 
dustry.2° As John Cogley points out in Volume II of his Report on Black- 
listing: 

*, . The acceptance of Red Channels meant that the radio-tv in- 
dustry officially adopted the political point-of-view espoused by 
Counterattack (Editor of Red Channels) .... The standards of em- 
ployability were Counterattack’s; “pro-communist” and “anti-com- 
munist” opinions, acts, and associations . .. . were judged as Counter- 
attack judges them.” 71 


The effect of the acceptance of blacklisting has been that a variety of 
self-appointed individuals and groups, having no official connection with 
the governmental agencies through which national security is traditionally 
protected, can publicly call attention to the records of individuals who may 
have deviated from their standards of acceptable behavior.” It has been 
suggested by Cogley that, not only has blacklisting become a profitable 
business catering to the employers, but moreover, these same people offer 
a “clearance” service to those people whe were “rashly” blacklisted.?* Al- 
though Counterattack did not claim that everyone listed in Red Channels 
was a communist, it did infer that those who were listed had some explaining 
to do and should be denied employment until cleared. Thus, a person was 
adjudged guilty until proven innocent.”* In effect, a self-imposed dictator- 
ship has recently controlled the labor turnover in certain industries. 

In concurrence with the dissenting opinion of the Julian case, it is sub- 
mitted that the question of defamation—whether the published matter was 
defamatory of and concerning the plaintiff and whether it was privileged 
as fair comment—are questions of fact for determination by a jury. A jury 
could reasonably find that the publication charged or implied that every 
one of those named was a “subversive” or a “dupe” aiding and abetting the 
communist cause—i.e., that the publication was of and concerning the plain- 


19 The motion-picture industry was one of the first industries to establish a black- 
list. See 1 CoGLey, REPoRT ON BLACKLISTING (1956). 

202 id. 

212 id. at 2. 

22 Thus today; aside from Counterattack’s weekly newsletter, other lists have be- 
come relied on by the radio and television industry: American Legion Letter—The 
Firing Line; Vincent Hartnett’s—File 13; and records from state investigating com- 
mittees (e.g., Tenny (Calif.), Broyles (Ill.), and Fish (N.Y.)). 

232 Cociey, REeporT ON BLACKLISTING 89 (1956). However, this inference by 
Cogley is in conflict with testimony taken under oath from Vincent Hartnett during 
congressional committee hearings. Hearings before the House Committee on Un- 
American Activities on Investigation of So-Called “Blacklisting” in the Entertainment 
Industry, 84th Cong., 2d Sess., Ser. Pt. 2, at 5291 (1956). 

24Tt is submitted that if there is a need for “blacklisting,” the blacklist should be 
compiled by governmental agencies which have at their command investigation reports 
and the time to accord the accused formal charges, hearing, and other safeguards of 
due process. 
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tiff. In Brown v. Tregoe,® the defendants, a credit and collection agency, 
published a report concerning the plaintiff which “tended to criticize his 
paying qualities” and suggested that he was guilty of “ungentlemanly prac- 
tices.” It cautioned not only that the defendant had no way of substantiating 
this information, but also, that the prospective users of this information 
should satisfy themselves thoroughly as to the abilities and character of the 
plaintiff. Despite this cautioning statement, the court explicitly concluded 
that “a jury at least would be permitted to say” whether the report was 
libelous in regard to the plaintiff.2® Secondly, a jury could reasonably find 
that the booklet, considered as a whole, defames the plaintiff, disparages him 
in his business and profession, and goes beyond the bounds of fair com- 
ment.27_ Thus, it would seem that the New York court in two different 
instances distinctly invaded the province of the jury. 
Kart K. Hoacianp, Jr. 


OIL AND GAS—Regulation of Sales of Fractional Leasehold Interests. 
(Illinois ) 


In forty-five separate transactions, the defendants, co-partners in an oil 
drilling firm, sold fractional interests in their oil leases to the plaintiffs. 
These sales were based on so-called “letter agreements,” the pertinent parts 
of which are as follows: 


“*We will assign to you an undivided working interest, 
under oil and gas leases . . . located in for the sum of $ ; 

“We agree to commence... the drilling of a well... for the sum 
of $ , 

“In the event of a producing well, . . . in addition to the amount 
as set out above, you will pay . .. your proportionate part of the 
monthly operating expenses. .. .’” ? 


In each agreement the dollar amounts entered in each of the first two para- 
graphs were identical, but for each agreement the plaintiffs paid only the 
single amount rather than the total of the two. Drilling was then in progress 














25 236 N.Y. 497, 142 N.E. 159 (1923). 

26 Jd. at 501, 142 N.E. at 160. But see Pogany v. Chambers, 206 Misc. 933, 134 
N.Y.S.2d 691 (Sup. Cr. 1954) (statement that plaintiff was the brother of a communist; 
complaint dismissed.) 

21 Trigg v. Sun Printing and Publishing Association, 179 N.Y. 144, 154, 71 N.E. 
739, 742 (1904): “When a publisher goes beyond the limits of fair criticism, his lan- 
guage passes into the region of libel, and the question: Whether those limits have been 
transcended .. . ordinarily presents a question for the jury.” See also Foley v. Press 
Publication Co., 226 App. Div. 535, 235 N.Y. Supp. 340 (1st Dept. 1929). 

1“The lessee’s interest in the oil produced, commonly seven-eighths or whatever 
the lease provides, is called the working interest.” Lathrop v. Hall, 170 Kan. 419, 424, 
227 P.2d 136, 141 (1951). 

2? Hammer v. Sanders, 8 IIl.2d 414, 416, 134 N.E.2d 509, 510 (1956). 
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on each lease or was begun shortly after the signing of the agreement. 
Under the Illinois Securities Act of 1919, before any “security” can be sold, 
with certain exceptions, the issuing organization must file with the Secre- 
tary of State detailed information about the security and the organization 
itself.2 If securities are sold in violation of these registration requirements, 
the statute gives the purchaser the option of rescinding the sale and re- 
covering his purchase money.* On the basis of this provision, the plaintiffs 
sought to rescind the transactions with the defendants and recover their 
purchase money. The plaintiffs claimed that since the fractional leasehold 
interests sold them were securities, the defendants violated the act by not 
registering them. The defendants denied the necessity of registration on 
the ground that the interests sold were not securities. The trial court held 
that the plaintiffs had purchased “securities” within the meaning of the 
Illinois statute, and, therefore, were entitled to rescind and recover the 
purchase money. The appellate court reversed.5 On appeal, held: Affirmed 
(three justices dissenting). The transactions under the letter agreements 
were not sales of securities under the Illinois statute. The sale of a fractional 
undivided interest in an oil lease is the sale of a security under the statute,® 
but the main purpose of the letter agreements was to apportion the capital 
contributions for development between the co-owners—the plaintiffs and 
defendants. The transfer of the working interest to the plaintiffs making 
them co-owners was only incidental to this development contract, and so 
will be ignored. Hammer v. Sanders, 8 Ill. 2d 414, 134 N.E.2d 509 (1956). 

Before perusing the instant decision, it is helpful to consider the policy 
behind securities statutes and some of the tests applied to determine the 
limits of their application. As one court phrases it, “The inordinate birth 
rate of the ‘sucker’ is proverbial, and there is no birth-control measure 
adequate to inhibit the spawning of unscrupulous individuals who prey 
upon those who are easily duped.” * This sentiment has pervaded most of 
the state legislatures and has led to paternalistic legislation to protect the 
“sucker” in such sales. With the exception of Delaware and Nevada, all 
the states now have “blue sky laws,” which, as a general rule, are aimed 
at preventing the sale of speculative securities. The federal regulations, on 


3Tii. Rev. Stat. c. 121%, § 104 (1953). (Superseded by Inv. Rev. Srat. c. 121%, 
§§ 137.1-19 (1955).) 

*Tti. Rev. Stat. c. 121%, § 132(1) (1953). (Superseded by Inu. Rev. Srat. c. 
121%, § 137.13 (1953).) “Every sale . .. made in violation of any of the provisions of 
this Act shall be void at the election of the purchaser, and the seller .. . shall be... 
liable to the purchaser for the amount paid. . . .” 

5 Hammer v. Sanders, 6 Ill. App. 2d 346, 127 N.E.2d 492 (1st Dist. 1955). 

6 Tuy. Rev. Stat. c. 121%, § 97(1) (1953). (Superseded by Inx. Rev. Strat. c. 121%, 
§ 137.2 (1955).) “The word ‘securities’ shall mean and include . . . any oil, gas or 
mining lease . . . and interest in such lease. . . .” 

™ Moos v. Landowners’ Oil Ass’n, 136 Kan. 424, 431, 15 P.2d 1073, 1076 (1932). 

8 Loss and Cowett, An Interim Report on the Harvard Law School Study of State 
Securities Regulation, The Business Lawyer, Jan., 1955, p. 15. 
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the other hand, provide for full disclosure of all relevant facts to prospective 
buyers, rather than prohibiting the sale of any securities. In the words of 
the Illinois court, “The purpose of the Securities Act is to protect the public 
from deceit and prevent fraud in the sale and disposition of securities within 
the state.” 1° 

The financial aspects of the development of oil leases are highly specu- 
lative,!! and the specific incorporation of the sale of interests in oil and gas 
leases in their regulatory laws indicates that the states are cognizant of this 
fact. Even where the securities regulations do not explicitly include inter- 
ests in oil and gas leases, the courts say that such interests are implicitly 
included.?? 

What is a security? One court has defined it as “the investment of 
funds in a designated portion of the assets and capital of a concern with a 
view of receiving a profit through the efforts of others than the in- 
vestors. ...” 13 Statutory definitions of securities are couched in the broad- 
est terms to make them all-inclusive.'* A positive, unequivocal definition 
is thought to be undesirable, for it sets limits beyond which unscrupulous 
promoters know they can operate without regulation.'5 Most jurisdictions 
construe securities statutes very broadly to be able to provide maximum 
protection for the investor against the sale of worthless securities.1® 

The black letter law is that the substance of the transaction, not the 
form, controls in deciding whether a particular transaction involves the 
sale of a security.!7 For example, in the Joiner case,!® a promoter sold oil 


948 Srat. 74 (1933), 15 U.S.C. §§ 77a-77aa (1952). 

10 People v. J. O. Beekman & Co., 347 Ill. 92, 97, 179 N.E. 435, 437 (1931). 

11See Warren, Transfer of the Oil and Gas Lessee’s Interest, 34 Texas L. Rev. 
386 (1956). 

12 See, e.g., State v. Ogden, 154 Minn. 425, 191 N.W. 916 (1923). 

18 Prohaska v. Hemmer-Miller Development Co., 256 Ill. App. 331, 336 (1st Dist. 
1930). 

14Tut, Rev. Stat. c. 121%, § 137.2 (1955). “.... The word ‘security’ shall mean 
any note, stock, treasury stock, bond, debenture, evidence of indebtedness, certificate 
of interest or participation in any profit sharing agreement, . . . fractional undivided 
interest in oil, gas or other mineral lease, right, or royalty, or in general, any interest 
or instrument commonly known as a security. . . .” 

15 “Were we to [lay down a hard and fast rule] .. ., a certain class of gentlemen 
of the ‘J. Rufus Wallingford’ type—‘they toil not neither do they spin’—would lie awake 
nights endeavoring to conceive some devious and shadowy way of evading the law.” 
State v. Whiteaker, 118 Ore. 656, 661, 247 Pac. 1077, 1079 (1926). 

16SEC v. C. M. Joiner Leasing Corp., 320 U.S. 344, 64 Sup. Ct. 120 (1943); 
Prohaska v. Hemmer-Miller Development Co., 256 Ill. App. 331 (1st Dist. 1930); Kadane 
v. Clark, 135 Tex. 496, 143 S.W.2d 197 (1940). Contra, State v. Heath, 199 N.C. 135, 
153 S.E. 855 (1930). 


11 SEC v. C. M. Joiner Leasing Corp., supra note 16; People v. Yant, 26 Cal. App. 2d 
725, 80 P.2d 506 (1938); People v. Jackson, 24 Cal. App. 2d 182, 74 P.2d 1085 (1937); 
State v. Pullen, 58 R.I. 294, 192 Atl. 473 (1937); Annot., 163 A.L.R. 1050 (1946). 


18SEC v. C. M. Joiner Leasing Corp., supra note 16. 
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and gas leases in land he owned. The federal statute defines a security, in 
part, as “a fractional undivided interest in oil, gas or other mineral rights.” 1° 
The promoter argued that he was conveying entire leases, not selling frac- 
tional interests in leases. The United States Supreme Court, disregarding 
this argument, said, “The test . . . is what character the instrument is given 
in commerce by the terms of the offer, the plan of distribution, and the 
economic inducements held out to the prospect.” 7° It was held that the 
granting of the leases was the sale of a security because the inducement for 
the transfer was the prospect of profit based on the possibility of discovering 
oil. Likewise, in other cases, transactions clothed in the garb of a warranty 
deed *1 or a negotiable note ?? have been held to be sales of securities where 
the motivation for entering the transaction was speculative gains based on 
the possibility of discovering oil. 

It is not uncommon for the oil lessee to sell off fractional parts of his 
leasehold interest to get capital to develop the lease, and accordingly, another 
test applied by the courts to determine if such a sale is the sale of a security 
is the “control” test. If the lessee retains sole control of the drilling opera- 
tion, there has been a sale of a security.”* If the buyer gains a measure of 
control, then there has not been a sale of a security.*4 

Against this backdrop it is difficult to follow the court’s reasoning in 
the principal case to its conclusion that the transactions are not covered 
by the Securities Act. The letter agreements are construed to embody 
two separate transactions. By the first, the plaintiffs were to buy an un- 
divided share—a working interest—of the defendant’s leasehold interest. 
The court concedes that the sale of an undivided working interest is the 
sale of an interest in an oil and gas lease, and, hence, within the terms of 
the Illinois statute.2° The second transaction the court finds to be a de- 
velopment contract forming a mining partnership between the plaintiffs 
and the defendants to drill a test well. Having thus divided the agreement, 
the court says that the single payment made under the agreement was to 
pay for drilling costs, not to purchase a working interest.2* Therefore, the 
court concludes that the plaintiffs are not entitled to rescind the sale of a 
working interest because there was no such sale. 


1948 Srat. 74 (1934), as amended, 15 U.S.C. § 77(b)(1) (1952). 

20 SEC v. C. M. Joiner Leasing Corp., 320 U.S. 344, 352, 64 Sup. Ct. 120, 124 (1943). 

21 Mansfield v. U.S., 155 F.2d 952 (5th Cir. 1946). 

22 People v. Sidwell, 27 Cal. 2d 121, 162 P.2d 913 (1945). 

23 Domestic & Foreign Petroleum Co. v. Long, 4 Cal. 2d 547, 51 P.2d 73 (1935). 

24 Austin v. Hallmark Oil Co., 21 Cal. 2d 718, 134 P.2d 777 (1943). 

25 Accord, People v. Craven, 219 Cal. 522, 27 P.2d 906 (1933); Commonwealth v. 
Yaste, 166 Pa. Super. 275, 70 A.2d 685 (1950). 

*6 One of the proofs offered by the court of this fact is that the plaintiffs deducted 
the payments on their income tax returns as drilling costs. Suffice it to say that there 
would be no tax deduction for the purchase of a working interest. 
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In answer to the argument presented by the court, it is clear that there 
are two requisites for the creation of a mining partnership: joint ownership 
and joint operation.”” If the plaintiffs’ payments were for drilling costs, 
how did they become owners? On the other hand, the plaintiffs do not 
appear to be joint operators, either. An Illinois appellate court has said, “By 
joint operation is obviously meant that each of the joint owners must have 
some choice and participation in control and management.” 28 Except for the 
wording of the letter agreement, no facts indicate that the plaintiffs ever 
participated in the developing of the leases in a managerial capacity.?® In 
fact, the plaintiffs’ role in the development seemed completely passive, and 
the defendants, as partners in an oil drilling company, had the necessary 
knowledge for such development without any help from the plaintiffs. 
Some of the fractional interests sold the plaintiffs were as small as 1/256th. 
Such a small fraction seems to be inconsistent with the character of a joint 
venture. The motivation for the purchases must have been the right to share 
in defendants’ royalties in the event oil was discovered. 

By basing its decision on such dubious technical reasoning, the court 
seems to ignore the paternal policy of the statute. The innocent public is 
supposed to be protected from its own speculative imprudence by a statute, 
drawn in very general terms and construed as broadly as possible. The 
many purchases on the part of the plaintiffs may have indicated to the 
court a degree of sophistication which made it unwilling to help them avoid 
their bargain after the gamble was lost. By considering only the relation- 
ship of the parties, the court may have reached a good result between the 
parties, but a bad result in statutory interpretation. Whatever the reasoning 
behind the decision, the court has drawn a loophole through which the de- 
signing promoter may escape the statute. 

A. Brooxs WILDER 


PLEADING—Sufficiency of Complaint Upheld Whe Attacked for the 
First Time on Appeal. (Illinois) 


In a personal injury action, plaintiff alleged that defendant Landon 
drove an automobile owned by defendant Pike with the latter’s knowledge 
and consent and that Landon drove the automobile in a negligent manner 
thereby causing injury to plaintiff. There was no allegation that, with 
respect to the driving of the car, Landon was the agent of Pike. Defendant 


27 The court refers to 4 SumMeErs, Ort AND Gas § 722 (perm. ed. 1938), which is 
entitled, “Requisites for Creation of Mining Partnership—Co-ownership.” This section 
sets out the requisites of joint ownership and joint operation to create a mining part- 
nership. 

°8 Dunbar v. Olson, 349 Ill. App. 308, 312, 110 N.E.2d 664, 666 (4th Dist. 1953). 

29“The plaintiffs . . . had no knowledge or experience in the oil business. . . 
8 Ill.2d 414, 428, 134 N.E.2d 509, 516 (1956). (dissent). 


» 
. 
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Pike did not appear and a default judgment was entered against him after 
the trial court heard “evidence as to the nature of the accident.” Defendant 
Pike appealed the default judgment on the ground that no cause of action 
had been stated in the complaint, as required by section 33(1) of the Civil 
Practice Act.! The judgment for the plaintiff was affirmed by the appellate 
court.?, On appeal, held: Judgment affirmed (one judge dissenting). A 
more liberal rule is applied in construing a complaint where the objection 
to its sufficiency is made for the first time after verdict and judgment. The 
complaint will be upheld if the facts essential to a cause of action appear by 
reasonable implication. Parrino v. Landon, 8 Ill. 2d 468, 131 N.E.2d 311 
(1956). 

The objection to the complaint as raised in the instant case would 
seem to have been foreclosed by section 42(3) of the Civil Practice Act 
which states that “all defects in the pleading as to form and substance not 
objected to in the trial court shall be deemed to be waived.” * The Illinois 
court has not, however, seen fit to give effect to the plain language of this 
statute but has consistently listened to and rejected objections to the suffi- 
ciency of the complaint raised for the first time on appeal.* 

After pointing out to future pleaders that the entire controversy could 
have been eliminated by the insertion of a simple allegation of agency, the 
court proceeded to reach its decision that such an allegation was not abso- 
lutely essential. It cited the cases of Wagner v. Keplar® and Gustafson v. 
Consumer’s Sales Agency, as reflecting the recent trend subordinating form 
to substance. The common-law doctrine of “aider by verdict” was also 
referred to as showing the tendency of appellate courts to uphold the 
complaint after verdict and judgment have been entered. The court, by 
adopting a presumption from the law of evidence that proof of one de- 
fendant’s ownership of an automobile driven by another defendant is prima 
facie proof of an agency relation,” construed the complaint as serving 
reasonably to inform the defendant of the ground upon which liability 
was sought to be imposed.® 

In Illinois, a complaint must state a cause of action in the traditional 


1Tuy. Rev. Srat. c.110, § 33(1) (1955). 

2 Parrino v. Landon, 6 Ill. App. 2d 375, 128 N.E.2d 356 (2d Dist. 1955). 

3 Tui. Rev. Stat. c. 110, § 42(3) (1955). See also Int. Rev. Srat. c. 7, § 6 (1955). 

* Gustafson v. Consumer’s Sales Agency, 414 Ill. 235, 110 N.E.2d 865 (1953); 
Wagner v. Kepler, 411 III. 368, 104 N.E.2d 231 (1952); Lasko v. Meier, 394 Ill. 71, 67 
N.E.2d 162 (1946). 

5 Supra note 4. 

6 Supra note 4. 

™The case of Howard v. Amerson, 236 Ill. App. 587 (1st Dist. 1925), was cited 
by the court as establishing this presumption in Illinois. It would appear to be the only 
Illinois decision expressly so holding. See Note, 1953 U. Itt. L. Forum 121. 

8 The defendant was presumed to know that the law of Illinois would allow re- 
covery based upon this presumption of agency. 
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sense.® Since at common law it was necessary for the plaintiff to allege and 
prove that an agency relation existed and that the agent was acting within 
the scope of his authority,’® it would seem that the complaint in the instant 
case did not state a cause of action. By his failure to raise this question 
until appeal, defendant, under section 42(3), apparently waived this defect. 
The court, however, refused to base its decision upon the waiver theory. 
Instead it “stretched” the complaint to state a cause of action by implica- 
tion. The case serves to illustrate the inherent conflict between section 
42(3) which pertains to waiver of defects and section 33(1) of the Civil 
Practice Act which requires that the complaint must state a cause of 
action.1!_ The decision reached is an apparent compromise between the 
two sections, which compromise provides for waiver of “formal” but not 
“fatal” defects in the pleadings.'? However, in almost every case where 
the complaint has been attacked for the first time upon review, the defect 
has been labeled as “formal.” 1% Apparently in only three cases since the 
adoption of the Civil Practice Act in 1933 has the court held a complaint 
to be defective when objection to it was not raised until appeal.1* The 
reason given for striking the complaint in those cases was that matters of 
public interest were involved which outweighed the policy of the statute in 
requiring the pleadings to be contested only in the trial court.15 Perhaps 
this is the type of case for which the court is “holding the door open” in 
not giving literal effect to section 42(3). 

An analysis of the decision reached in the instant case leads to the 
conclusion that it should not be considered as judicial legislation to the 
effect that ownership of an automobile alone will subject one to liability 


9 Wueller v. Illinois Bell Tel. Co., 390 Ill. 126, 60 N.E.2d 867 (1945); Church v. 
Adler, 350 Ill. App. 471, 113 N.E.2d 327 (3d Dist. 1935), cert. denied, 297 U.S. 714, 56 
Sup. Cr. 590 (1935). 

10 See Mosby v. Kimball, 345 Ill. 420, 178 N.E. 66 (1931); Anderson v. Byrnes, 344 
Ill. 240, 176 N.E. 374 (1931); Parrino v. Landon, 6 Ill. App. 2d 375, 128 N.E.2d 356 (2d 
Dist. 1955) (dissent); Stein v. Lyon, 98 Misc. 687, 163 N.Y. Supp. 380 (Sup. Ct. 1917). 

11]pL, Rev. Srat. c. 110, § 33(1): “All pleadings shall contain a plain and concise 
statement of the pleader’s cause of action.” 

12 A complaint alleging a good cause of action in a defective manner is good after 
judgment, but a complaint stating no cause of action may be questioned at any time. 
Owens-Illinois Glass Co. v. McKibben, 385 Ill. 254, 52 N.E.2d 177 (1944). See also 
Lasko v. Meier, 394 Ill. 71, 67 N.E.2d 162 (1946). 

18 1953 U. Int. L. Forum 303, 306, & n. 17. 

14 Waters v. Heaton, 364 Ill. 150, 4 N.E.2d 41 (1936); Coughlin v. Chicago Park 
Dist., 364 Ill. 90, 4 N.E.2d 1 (1936); People ex. rel. Bailey v. Downers Grove Sanitary 
Dist., 359 Ill. 601, 195 N.E. 465 (1935). 


15“ | | | If we were to require the precision and certainty in an election petition 
as in the pleadings between parties to a suit at law . . . the difficulty of stating precisely 
the manner in which a fraud had been committed . . . would to a great degree nullify 


the law itself, which designs that such charges should be investigated.” Waters v. 
Heaton, supra note 14 at 154, 4 N.E.2d at 43. See also People ex rel. Bailey v. Downers 
Grove Sanitary Dist., supra note 14 (mandamus action). 
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for its negligent operation. The rejection of the family-purpose doctrine 
in White v. Seitz1" was expressly affirmed. However, in order to uphold 
the complaint, the court did approve of the presumption of agency through 
operation of a car with the owner’s consent, for which presumption there 
had been little previous Illinois authority.18 

The length to which the court went to sustain the complaint in the 
instant case should serve as a warning that, although not giving unequivocal 
effect to section 42(3), the court will make exception to it only in extreme 
cases, 

Rosert W. OHLSEN 


16 See 9 WicMore, Evipence § 2510a (3d ed. 1952), for a collection of statutory 
provisions from other jurisdictions imposing liability on the owner for negligent opera- 
tion of his automobile by anyone. 

17 342 Ill. 266, 174 N.E. 371 (1930). 


18 See text at note 9 supra. 
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